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PREFACE 


The Netv OulUtie is designed to furnish students of elemen¬ 
tary economics with a brief, systematic account of fundamental 
principles and problems. Since the student is assumed to liave 
a general background in tlie social sciences, the detailed descrip¬ 
tions and explanations found in some economics textbooks are 
omitted. The essentials of economics, however, are briefly 
treated. 

The Xeia Oufline may be used in several ways: it may sup- 
j)lement a textbook; it may serve as a syllabus in a reading 
course for college students or for study groups in various 
organizations; it may serve as a convenient guide in planning 
and supervising adult study and discussion clubs. Gdloge stu¬ 
dents will find that use of the Outline oilers these further 
advantages—it will greatly reduce laborious note-taking (lecture 
notes and a few special notes from the textbook can be added 
to the margins of the book) ; it will simplify preparations for 
quizzes and examinations; and it will enable those in a readinir 
course to organize material systematically. General references at 
the end of each chapter provide the basis for advanced study of 
many important problems. 

In part the treatment is comparative. The definitions and 
analyses of widely used textbooks are not in complete agree¬ 
ment. Many of these differences arc indicated for the student 
in order to enable liim to follow closely a given text or teacher 
and at the same time to make him aware of other points of 
view. The quick reference table to standard textbooks enables 

the student to extend his readings witli regard to controversial 
points of analysis. 

Recent economic changes and new economic interpretations 
are presented. Of especial importance is the emphasis given to 
the differences between private capitalism and communism, to 
all aspects of the monopoly problem in the United States, and 
to the problem of varying levels of employment and income 
as viewed domestically and internationally. 


The Ohio State University 
November, 1947 


— C. L. James 
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Chapter One 


ELEMENTARY ECONOMIC 

CONCEPTS 

NATURE OF ECONOMICS 

Conditions of Scarcity. Economics is a social science, a 
classified body of knowledge concerning human rclatioiishi|is 
clustered about man’s effort to earn a living. Nearly all of the 
goods and services which man desires for mere existence, or 
a more comfortable existence, are not freely provided by nature. 
In order to satisfy his elemental needs for food, clothing, and 
shelter, as well as his ever-expanding desires for comfort and 
luxuries, man organizes and toils to increase the production of 
scarce goods and services. In an age of atomic power, output 
per man-hour of work may be increased tremendously, and the 
level of consumption for all may be vastly improved. In such 
an “economy of abundance,” however, goods and services which 
satisfy human wants will remain scarce relative to total de¬ 
mand because people want more and better things including 
leisure time in which to enjoy them. 

Aims and Major Problems of Economic Analysis. Not 
all wants can be satisfied, and some wants are rated by indi¬ 
viduals as more important than others. Human resources and 
natural resources can be and are used for producing many 
different things. Few individuals produce directly the things 
which they use and want. Consequently, in an organized social 
group, such as a nation, some system exists for adjusting pro¬ 
duction and consumption priorities. 

The primary aim, then, of economics is an explanation of 
how an economic system operates—that is, how are scarce 
means of production allocated to satisfy human wants of vary¬ 
ing importance. Some of the problems are as follows: How 

1 
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are choices made with regard to the kinds and quantities of 
goods produced? How are decisions reached with regard to the 
placement of individuals in different production positions and 
to their remuneration? Are goods and services made available 
to individuals on the basis of their needs, or on the basis of 
their contribution and remuneration as producers? Are jobs 
always available for willing workers? What is the role of gov¬ 
ernment in the process of allocation? 

In a system of communism such as prevails in the U.S.S.R., 
allocation of the means of production and consumers’ items is 
accomplished mainly by choices of party members in formu¬ 
lating ])Ians for governmental production, wages and salaries, 
and prices. The process is supplemented by consumers’ choices 
in markets—that is, the kinds and quantities of consumers* 
items produced may be partly adjusted to consumers’ purchases. 
In a system of private capitalism such as prevails in the United 
States, allocation, except in a war period, is accomplished mainly 
by choices in markets—that is, by private production and by 
private buying and selling of all kinds of producers’ and con¬ 
sumers’ goods. The process is supplemented by governmental 
regulations and by some governmental allocations, such as edu¬ 
cational facilities, based on democratic voting procedures. The 
latter type of economic system, which depends predominately 
on markets as an allocating mechanism, is the one usually re¬ 
ferred to in subsequent analysis. 

The secondary aim of economics is an evaluation of hozv 
zvell an allocating system operates with reference to some 
standard and includes suggestions of policy for improving the 
system. The standard or ideal type of allocation which is 
usually employed is that of competitive markets. Such markets 
theoretically assure that each line of production is expanded 
until the pHce consumers are willing to pay for a given out¬ 
put is equal to its minimum cost of production. The competi¬ 
tion of many buyers and sellers of a given commodity is assumed 
to protect each from exploitation and to require governmental 
intervention largely for the prevention of theft and^ fraud. 
Because of this emphasis on individual freedom of action, the 
competitive standard of allocation-efficiency is frequently pre¬ 
ferred to an ideal type of centralized planning of allocation by 

crovernment. 

o 
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Some of the problems arc as follows: What are the effects 
of monopolistic markets as compared with competitive ones 
and how prevalent are the former? What policies are most 
effective in dealing with monopolistic situations—enforced com¬ 
petition, regulated prices and services, or government owner¬ 
ship and operation? If for social and humanitarian reasons 
low-income groups are to receive aid, what programs interfere 
least with the competitive market process of allocation ? As pro¬ 
grams of social control expand in curbing monopolies; in aid¬ 
ing low-income groups; in providing industrial accident com¬ 
pensation, unemployment insurance, and sickness and old age 
benefits; what policies are to be adopted with regard to the 
financing of governmental services? 

Evaluations arc made in economics and policies suggested 
because of the belief that individuals in a free society can alter 
their evolutionary course, when made aware of alternatives. 
The analysis, however, points the way only to maximum effi¬ 
ciency in the allocation of resources. It is not a technical 
critique of consumers’ wants, of social incentives, of house¬ 
hold management, of business strategy, or of engineering effi¬ 
ciency. It does not provide a complete answer to any social 
problem because public policy usually includes objectives otlier 
than economic efficiency, objectives such as political freedom, 
economic security, and social justice. These objectives are 
frequently conflicting, and so free citizens must clioose the one 
or ones to be wholly or partially achieved. In this formula¬ 
tion of public policy, other social sciences, philosophy, and 
biological sciences contribute information and standards for 
evaluation. Analysis and policies for improving economic zvel- 

fare constitute only one part of the total social welfare of a 
group. 


Methods m Economics. The science of economics at¬ 
tempts to use all the available tools of scientific research. It is 
compelled however because of the nature of its problems and 
data, to rely more heavily upon qualitative, deductive methods 
than up^n quantitative, inductive methods. In the natural 
sciences, the phenomena to be studied can frequently be isolated 

A1 fa"ctorstiIhr^ subjected to a controlled experiment. 

All factors in the experiment, except one, can be held unchanged 
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while the action of the changing factor can be observed and 
measured. Hypotlieses can be tested and rejected, or if quan¬ 
titative measurements reveal highly uniformed actions and re¬ 
actions. the se(iuencc can be stated as a law or principle. 

In economics, a division of the social sciences, the prob¬ 
lem of verification is very difficult and frequently impossible. 
The phenomena to be studied cannot be isolated in a laboratory. 
Cost-price relations in markets, variations in income and em¬ 
ployment. and other changes in a community, a nation, or the 
family of nations are the objects of investigation. No con¬ 
trolled experiment is possible. If a tariff act is passed, its effects 
cannot be accurately determined, for too many other changes 
occur during the same period. Economics, however, achieves 
some exactness because of the diversitv of its methods. 

Historic.xl Method. One method is to analyze and com¬ 
pare the historical development of economic activity and in¬ 
stitutions. Since conditions change, and history never repeats, 
the results might seem insignificant. But historical investiga¬ 
tion reveals trends and problems which may reappear in dif¬ 
ferent forms with a few essentials repeated. With a historical 
perspective, economics can make some allowance for altered 
conditions and can analyze contemporary economic problems 
on the basis of past experience. The method is not conclusive 
because the allowance for new conditions and knowledge may 
be inaccurately estimated with the result that old obstacles are 
overstated or understated, but at least it affords a point of 
departure—a means of presenting more clearly issues and prob¬ 
abilities. 

Deductive Method. A second method is an extension of 
the historical method—namely, the formulation of generaliza¬ 
tions based on past and present experience which arc then used 
as principles or tools to analyze contemporary economic prob¬ 
lems. For example, from a historical study of economic activ¬ 
ity, from personal observation of present economic activity, 
and from introspection and a variety of opinions, there may 
be derived (induction) tlie principle that most people weigh 
carefully their acts in order to obtain the greatest satisfaction 
of their desires for goods and services (“economic man” or 
“hedonistic calculus” concept). In other words, man's self- 
interest is assumed to make human conduct rational rather than 
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capricious, to make individuals in the aggregate and on the 
average (some individual exceptions allowed) act to obtain 
the pleasure of having more goods and services and to avoid 
the pain of having less goods and services (the “more or less” 
or marginal concept). 

On the basis of the above generalization economics can 
formulate hypotheses (deduction) or explanations for given 
conditions. It can assume laboratory conditions under which 
individuals move freely about (free competition) to satisfy 
their self-interest for a maximum amount of goods and services, 
and under which all factors remain constant except the one to 
be studied (the “one thing at a time” or “all things being equal” 
method). The action and consequences of the changing factor 
can then be stated. For example, if all conditions in a given 
country remain unchanged except that of an increase in the 
number of laborers, wages are likely to fall. Several changing 
factors may sometimes be presented under the above assump¬ 
tions and their mathematical relations calculated. Sometimes 
the laboratory conditions are presented in the form of a 
very primitive economic society where fewer and less complex 
factors are involved (a microcosm, or Robinson Crusoe as¬ 
sumption), and the analysis which is found suitable there is 

then applied with some modifications to a complex economic 
system. 


These and other variants of the deductive method are based 
upon assumed static economic conditions. But everyday eco¬ 
nomic conditions are constantly changing; they are highly dy¬ 
namic. An attempt, however, is made to fill the gap by reliance 
upon the generalizations of free competition and self-interest, 
operating over a long rather than a short period of time—that 
IS, under dynamic economic conditions approximately the same 
action and reaction are assumed to occur as under static con¬ 
ditions if longer time is allowed to intervene (the short-run 
and long-run method of analysis). Economic principles, then 

are usually stated as long-run tendencies with many individual 
exceptions and qualifications. 

Statistical Method. The chief limitation of this method 
aa stated previously, is the difficulty of testing one economic 
change when several changes occur at the same time ifffi 
turbmg factors could be eliminated, the effects of ecoLmic 
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legislation, such as tax measures, could be conclusively verified. 
Of course, allowances for disturbing factors in the form of 
averages, correlation charts, and probability curves can be made; 
but the results arc not conclusive. The use of allowances for 
other factors approaches the assumption of static conditions. 
Moreover, the collection of data may be faulty and subtle 
mathematics cannot correct it. And finally, there is the prob¬ 
lem of interpretation. Statistical investigations do not produce 
explanations or theories; they merely fit or do not fit certain ex¬ 
planations which the investigator is testing. Unless repeated 
tests are possible, the results illustrate rather than prove the 
explanation of the investigator. Nevertheless, the statistical 
method, properly (|iialified, is useful to check minor points and 
may become more effective as raw data improve in quality and 
quantity. 

The critical student of economics will examine carefully 
all assumptions made in economics or any other social science; 
the reasoning based upon given assumptions is usually sound. 
If the main assumptions seem plausible, he will weigh carefully 
the qualifications involved in order to determine the probabili¬ 
ties of application to actual problems. 

TYPES OF ECONOMICS 

General books and texts on economics may be roughly 
classified into three groups according to the methods of in¬ 
vestigation used and the emphasis given to the problems of 
market allocation of scarce resources versus government allo¬ 
cation. 

Price and Private Enterprise Economics. This type of 
economic analysis is usually mainly deductive and explores on 
the basis of assumed conditions all kinds of possible market 
relations. If very little attention is given to probable market 
relations, it is referred to as pure theory and is often expressed 
in mathematical terms. In this approach existing human wants, 
present distribution of wealth, and current techniques of pro¬ 
duction are commonly treated as given conditions or constant 
factors Most of the analvsis is static and is devoted to a logical 
demonstration of equilibrium adjustments of maximum pro¬ 
duction and satisfaction of wants at rmmmum costs m a sys- 
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tem of competitive markets and private business enterprise. 
The analysis includes the uneconomic effects of niniiopolics and 
the policies of governmental intervention for offsetting these 
effects. It ignores, however, many of the exceptional alloca¬ 
tion problems, such as the provision of educational facilities, 
the conservation of natural resources, and the assistance to low- 
income groups which require governmental rather than com¬ 
petitive market allocation. 

Institutional and Welfare Economics. The method used 
is largely inductive. It includes historical dc.scriptions of the 
development of institutions, such as private property, markets, 
and private business enterprise and capitalism. In part the 
historical analysis may be in statistical terms showing economic 
trends and probable relationships of changing factors. Descrip¬ 
tions, qualitative and statistical, in the form of case studies of 
business firms’ decisions and policies, business relations within 
an industry, and practices in markets are additional character¬ 
istics of this type of economics. Because of the unique features 
of some markets; the lag of changing institutions behind chang¬ 
ing economic conditions; the unavoidable mixture of market 
allocations, competitive and monopolistic, and government allo¬ 
cations ; and the stream of technological inventions and inno¬ 
vations, the general explanation is in dynamic terms of eco¬ 
nomic development or evolution and not economic equilibrium. 
This approach emphasizes the exceptional cases in which com¬ 
petitive market allocations of private business are usually re¬ 
placed by government allocations and the probable trends in 
the development of additional exceptions. Since these excep¬ 
tions are based largely on the social needs of the group and not 
on what some individuals may want and may be able to buy, 
the analysis is sometimes extended to include noneconomic! 
especially ethical, considerations. Broad social zvelfare rather 
than economic welfare is then the goal of suggested policies of 
governmental regulation and social control. 

Planning and Socialistic Economics. This type of eco¬ 
nomics may be either deductive or inductive, theoretical or 
historical and statistical. It is not characterized so much by 
me methods used as by the emphasis on government allocation, 
ihe analysis of the planning approach stresses the wide varia- 


8 


Principles of Economics 

tions in total output, income, and employment of a private en^ 
terprise system of market allocation. Millions of private firms, 
according to the analysis, individually plan future output with 
no quick central clearance or co-ordination of plans other than 
price changes in markets as the plans unfold. Individual plans 
for saving and investing may be inconsistent and recurring 
readjustments entail tremendous business losses and serious un¬ 
employment. Proposals for determination by government of 
production priorities, somewhat as in a war period, and par¬ 
ticularly proposals for budgetary and other adjustments by gov¬ 
ernment which would supplement private investment in order to 
maintain a high level of employment are typical of economic 
planning. Socialistic analysis stresses variations in employment 
of a private market-allocation system and the need for central¬ 
ized planning of production. In addition it contends that such 
planning can be efifective only when the government owns and 
operates practically all production units. 

(The student of economics may be confused by the diversity 
of method and approach to problems and crave more synthesis 
and unity. In a science, however, which investigates chang¬ 
ing human relationships, several points of view are frequently 
tenable; proof of any one is not conclusive: and hence, the art 
of synthesis is partly in the hands of the student. .Mter careful 
reading of texts on economics, the student can determine their 
general approach and can supplement them, if necessary, from 
other special sources.) 

TRADITIONAL TERMS IN ECONOMICS 

Since methods and emphasis on problems differ in econom¬ 
ics, the definitions of terms differ. Most distinctions, more¬ 
over, are of degree rather than kind. .Although the definitions 
of any economist are consequently arbitrary, they are necessary 
to convey his exact meaning. The careful student, then, will 
master definitions, not as a short cut to truths, but as an aid 
to a critical evaluation of any economic analysis. 

Utility. This is the quality goods and services possess when 
they satisfy human wants. The wants may be wise or foolish. 

Useful Goods and Services. They possess utility and may 
be divided into the following groups: 
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Free Goods (free services practically nonexistent). Free 
goods possess utility, but are available in relatively unlimited 
quantities, such as air, sunlight, rainfall, etc. Individuals ob¬ 
tain them freely with practically no effort or payment; hence 
they are outside the subject of economics. 

Economic Goods and Services. These possess utility but 
are scarce relative to the demand for them. The scarcity may 
be the result of natural limitations (e.g., coal or artistic ability), 
artificial limitations (e.g., monopoly), or social limitations 
(e.g., conventions). Private economic goods or set'vices are 
those which individuals use economically or sparingly because 
their use-is obtained with some individual effort or payment, 
such as food, clothing, shelter, autos, legal advice, etc. Public 
economic goods and services are those which may be partially or 
entirely free to individual users, but involve effort or payment 
on the part of the social group, such as parks, museums, roads, 
public health protection, etc. 

Wealth. In a broad sense another name for economic goods 
and services on hand at a given time is wealth. Individuals or 
nations are wealthy or poor according to the quantity and 
quality of the economic goods and services which they possess. 
Since property is merely a legal relationship of persons to goods 
and services, property claims to goods and services, such as 
mortgages, bonds, licenses, and contracts, are not included as 
wealth. Money (metallic, paper currency, drafts, etc.) is 
usually not wealth, but merely a measure of, or claim to. wealth. 
A gold coin, however, melted into bullion is wealth because 
there are many uses for gold as a commodity. To a miser a 
hoard of money is in part wealth (perverted wealth) since it 
yields him direct satisfaction. 

Various Definitions of Wealth. Wealth may be defined 
in three different ways: 

1) Economic goods which are tangible and owned by hu¬ 
man beings. (This definition excludes from wealth personal 
services, except those of slaves; property rights to economic 
goods; and other intangibles, such as good will, patent rights, 

2) Economic goods and that portion of property rights 
which may not merely represent or duplicate economic goods. 
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such as good will, patents, franchises, etc. (This definition ex¬ 
cludes from wealth personal services, except those of slaves. 
It conforms rather closely to the legal and business concept of 
wealth.) 

3) Economic goods and services, as well as free goods, 
which contribute to human welfare. (This social definition of 
wealth excludes such items as opium, gambling devices, arti¬ 
ficial scarcity created by man. and other goods and services 
which mav be desired bv some individuals, but are held to be 
undesirable by the social group—that is, might have utility, but 
be socially undesirable.) 

Production. Production is the process of creating 7cea!th — 
that is. making economic goods and services available for the 
satisfaction of human wants. It involves the creation of form 
utility (e.g., growing wheat, making flour, baking bread), 
place utility (e.g.. transporting bread to retail stores), time 
utility (e.g., bread held by grocers and supplied when de¬ 
manded). ownership utility (e.g., brokers and bankers assist 
buying and selling in the process of converting wheat into 
bread), and the utility of personal services (e.g., making medical 
aid and advice available for workers in the flour industry). In 
other words production includes such activities as mining, 
farming, manufacturing, financing, entertaining, advising medi¬ 
cally or legally, etc. Production may be either direct (e.g., hand 
production without tools) or roundabout (tool, machine, power 
production), but is now predominately the latter in advanced 
industrial nations. Since production is roundabout, the goods 
and services made available by most persons are not for their 
immediate use, but are exchanged for the goods and services 

which they want. 


Factors of Production. 

Land and Natural Resources. These include economic 
goods (limited in quantity as regards human wants) which 

exist without the aid of human labor. 

Labor. This includes all human effort (physical or men¬ 
tal irksome or pleasurable) used in the production of economic 
goods and services. The efficiency of labor is largely determined 
bv racial heritage, bodily vigor, training, and social environ¬ 
ment Labor may be of two kinds. Productive labor satisfies 
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human wants either by making material goods or by furnishing 
services. (The earlier English economists considered as pro¬ 
ductive only the labor given to making material objects.) 
Predatory labor either fails to satisfy human wants (narrow 
economic interpretation) or satisfies human wants which the 
social group considers undesirable (broad social or ethical in¬ 
terpretation). The efforts of some advertisers, gamblers, swin¬ 
dlers, patent medicine peddlers, etc., may be viewed as pro¬ 
ductive according to the narrow economic interpretation if they 
actually satisfy human wants, but would be viewed as partially 
or entirely predatory according to the broad social or ethical 
interpretation. 

Capital Goods or Intermediate Goods (producers' 
goods). These comprise those goods produced by man for use 
in further production (e.g., tools, machinery, factory build¬ 
ings, raw materials, etc.). They satisfy human wants indirectly. 
Capital goods are accumulated by consuming less than is pro¬ 
duced or by saving. [Sometimes no distinction is made be¬ 
tween land and capital goods; both are treated as capital for 
the reason that investment in either involves similar problems. 
Capital goods, of course, may be thought of as the money sum 
which represents or measures it—that is, capital value. Both 
concepts (capital goods, or the monetary expression of capital 
goods, capital value) are useful, but the exact meaning em¬ 
ployed should be carefully distinguished by the student to avoid 
confusion. Capital value may include intangibles, such as good 
will and patent rights.] Money capital is savings available for, 
but not invested in. producers’ goods. 

The Entrepreneur (businessman, organizer, enter¬ 
priser). He is a special type of laborer. His function or 
place in production is that of organizing the other three fac¬ 
tors into an operating unit, directing its operations, and assum¬ 
ing rpponsibility for its operations. The entrepreneurial func¬ 
tion is basically an initiating and innovating operation rather 
than a routine managerial one. It may be performed by several 
persons or groups in a large modern corporation. 

Consumption. Consumption is the process of using eco¬ 
nomic goods and services in the direct satisfaction of human 
wants. It Involves the gradual diminution or the destruction 
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of utilities by human beings—cliininution if the goods are 
durable, such as houses, and destruction if the goods are non¬ 
durable, such as food. Consumers' goods are finished goods 
capable of satisfying directly the wants of persons who possess 
them. (Raw materials or machines used up in the process of 
manufacture are producers’ goods. Finished commodities on 
the shelves of a retailer, such as groceries and cosmetics, are 
producers’ goods, but when sold to customers become con¬ 
sumers’ goods.) 

Income and Its Distribution. The distribution of money 
income is the link between production and consumption. Total 
expenditures in a year for consumers’ goods and services, for 
producers’ goods, and for public goods and services represent 
the value of the gross national product. The goods and services 
are made available and their purchase made possible by the in¬ 
curring of costs and the collecting of taxes. The bulk of the 
costs, excluding depreciation and certain business taxes, are 
income payments or receipts in the form of wages and salaries, 
rents, interest, and profits. (Costs to one firm because of pur¬ 
chases from another, say raw materials, are gross receipts to 
the latter and not net income to anyone.) The total amount 
of these distributive shares of income for the factors of produc¬ 
tion is net national income. A large portion of net national 
income is spent on consumers’ goods and services, a part is 
saved and invested in the purchase of producers’ goods, and a 
part is paid as personal taxes to provide public goods and 
services. This disposition of net national income plus pro¬ 
visions for depreciation and certain business taxes arc equal 

to the value of the gross national product. 

Distribution of income according to the four general classes 
of fundamental services needed in production—that is. services 
of land, labor, capital, and entrepreneurs—is called factoral or 
functional distribution of income. Personal distribution of 
income refers to the size of incomes received by different in¬ 
dividuals and such income for a person may consist of only one 
factoral type, say wages, or it may be a combination of several. 
Individual real income consists of the goods and services which 
the money income will buy. and psychic income, the satisfaction 

derived from the real income. 
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Value. The value of a good or service is the quantity of 
other goods and services which may be obtained in exchange 
for it. For example, ten bushels of potatoes under a barter or 
“swapping” system may be exchanged for one pair of shoes. 
Shoes, then, have a value of ten bushels of potatoes and ten 
bushels of potatoes the value of one pair of shoes. If ten 
bushels of potatoes are exchanged for five dollars, then the 
value of five dollars is ten bushels of potatoes. Since money 
is a convenient medium of exchange, value is usually expressed 
in terms of money. 

Price. The price of a good or service is the amount of 
money which is obtained in exchange for one unit of it. Price 
differs from value as follows: 

1) Value may be expressed in terms of any good or serv¬ 
ice—price always in terms of money. 

2) Value is used for any quantity of goods and serv¬ 
ices—price relates only to one unit. 

Although economics attempts occasionally to go behind the 
money measure of goods and services into the realm of real 
costs, real income, and social welfare, the major analysis is 
confined to the field of money exchange or price. The reason 
for this restriction is a practical one—namely, the difficulty, 
if not impossibility, of finding an objective quantitative meas¬ 
ure of ethical values, real welfare, and service. Exchange value 
or market price is usually the only objective factor on which 
economics effectively can base its analysis of man's effort to 
earn a living. 


GENERAL REFERENCES 
Clark, J. M., Preface to Social Economics. 

Commons, John R,, Institutional Economics. 

Fraser, L. M., Economic Thought and Language. 

Hansen, Alvin H., Economic Policy and Full Employment. 

Henderson, H. D., Supply and Demand. 

Hicks, J. of Welfare Economics,” Economic Journal, 

Dec., 1939, pp. 696-712. 

Higgs, Henry, Bibliography of Economics. 

Hobson, J. A., Economics and Ethics. 

-, Work and Wealth. 

Basic Postulates of Ecouamic 


14 • Principles of Economics 

KejTies, John Maynard, The General Theory of Employment, Interest and 
Money. 

Knight, F. H., The Ethics of Competition. 

-, Freedom and Reform. 

Lemer, A. P., The Economics of Control. 

Peck, Harvey W., Economic Thought and Its Institutional Background. 
Pigou, A. C, Economics of Welfare. 

Robbins, Lionel, “Live and Dead Issues in the Methodolog>’ of Economics,” 
Economica. Aug., 1938, pp. 342-352. 

-, The Nature and Significance of Economic Science. 

Schumpeter, Joseph A., Capitalism, Socialism and Democracy. 

Wootton, Barbara, Freedom Under Planning. 

-, Lament for Economics. 



Chapter T w' o 


EVOLUTION OF ECONOMIC 

ACTIVITY 

EARLY TECHNOLOGICAL CHANGES 

The result of man’s desire to protect himself and to increase 
production with the least effort was the invention of tools. 
Stone tools were used by primitive man as early as 125,000 n.c. 
At first the majority of tools consisted of weapons—hatchets, 
flints, and the bow and arrow. As man became less of a nomad 
he devised agricultural tools—the plow, the hoe, the grind¬ 
stone, and a wheeled vehicle. 

Metal tools marked the transition from barbarism to civi¬ 
lization, the metal age extending from the time of the Pharaohs 
to the American Revolution (roughly from 3000 b.c. to a.d. 
1750.) More elaborate tools could be fashioned from tin, cop¬ 
per, lead, gold, and silver. As life became easier men turned to 
science where revolutionizing discoveries and inventions took 
place in mathematics, geography, astronomy, chemistry, and 
physics. Many civilizations rose and fell; the Dark Ages 
passed; and with the Renaissance came the Arabic system of 
notation, the invention of gun powder, printing, and the mari¬ 
ner’s compass, which opened tlie way for the coming commer¬ 
cial revolution. 

Machines, as tools, were Introduced in the latter half of the 
18th century. This significant change in production is referred 
to as the Industrial Revolution. Since iron and coal were 
indispensable for machine production, the machine age may 
well be called the age of iron and coal. Discoveries and in¬ 
ventions, which are still continuing, altered many phases of 
economic, political, and social life. Hand methods in anriculhtre 
were in part replaced by the reaper, threshing machine, tractor, 
and combine. Communication was speeded up by the invention 
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of the telephone, wireless, radio, and rotary press. Transporta¬ 
tion, first by turnpike and cailal, was increased in efficiency and 
swiftness by means of the railroad, automobile, and airplane. 
Hand machines existing prior to the Industrial Revolution gave 
way to machines driven by water or steam which produced 
more goods in less time. Poxver was greatly augmented when 
steam and water were used to generate electricity, and machines 
were constructed which not only produced more goods in less 
time but also produced goods that would have been impossible 
under any system of hand labor. Jet propulsion, electronic de¬ 
vices. synthetics and plastics, and atomic power characterize 
recent technological changes and reflect future developments. 

DEVELOPMENT OF ECONOMIC ORGANIZATIONS 

From early times people organized and co-operated in using 
tools to produce the goods which they desired or could exchange 
for other desirable goods. Each organization became less in¬ 
dependent economically as tools grew more elaborate and pro¬ 
duction more roundabout. The following stages in the de¬ 
velopment of economic organizations merely suggest the 
changes which occurred in a few countries. Some groups of 
people never developed all the stages set forth below, developed 
them in a different order, or at the present time have many of 
the stages existing* side by side. 

Prior to the Industrial Revolution. 

Direct Appropriation Type. This economic organization 
is chiefly concerned with primitive man who satisfied his daily 
needs directly from nature—hunting, fishing, gathering food, 
etc. 

Pastoral or Pastoral-Agriculture Type. This organi¬ 
zation occurred when man started to domesticate animals and 
wild grain for his own use. It may also be called the house¬ 
hold system when a family, clan, or tribe formed an economic 
unit. Here was found some division of labor, a little bartering 
within the group, and complete self-sufficiency. In the order of 
their complexity we have as examples the nomad tribes, the 
large estates of the Romans, and the English manor or feudal 

system. . , 

The English manor with a feudal basis, predominant m the 
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10th to 14th centuries, was based on land tenure and personal 
services. The head of the manor was the lord who was subject 
to the authority of the king, who in turn was subject to the 
Church. The Church, which actively engaged in economic and 
political matters of the day, became a great unifying force. The 
lord ruled over a tract of land tenanted by laborers who ranged 
from serfs, who were bound to the soil, to freemen, who wore 
artisans, blacksmiths, and millers. They were expected to give 
a certain number of days of agricultural and military work as 
well as a part of their product to the lord in return for physical 
protection and courts for settling disputes. Practically every¬ 
thing consumed or used, with the exception of salt, metals, and 
tar. was produced on the manor. The manor declined as in¬ 
creased trade, a result of the Crusades, and wars broke up its 
isolation. Money appeared, and serfs bought their freedom or 
ran away to become free citizens in the towns which were grow¬ 
ing up around castles, monasteries, or where trade routes 
crossed. 

The Handicraft Stage. In the 14th century when towns 
began to thrive, the handicraft stage appeared. Here was the 
beginning of specialization when the cobbler, smith, tailor, 
weaver, carpenter, etc., began producing quantities of goods not 
for their own use but for others to consume. Money became 
increasingly important in the new commercial revolution. 
Towns vied with each other for commercial and political in¬ 
fluence. Trade was a privilege of the citizens of the town and 
outside traders were burdened with restrictions. 

Merchant Guilds. Traders within a given town furthered 
their interests commercially and also politically by uniting in 
a kind of chamber of commerce called the merchant guild. The' 
guilds regulated trade and tried to keep it a monopoly for the 
town merchants. 

Craft Guilds. These united members of special trades— 
* the glass workers’ guild, the cobblers’ guild, etc.—in the regula¬ 
tion of their trade as well as in religious and social interests. 
The members of the craft guilds, in order to avoid the severe 
regulations of the merchants’ guilds, began to market their 
own products and thus gradually brought about the decline of 
the merchant guilds. Admittance to the craft guilds was diffi¬ 
cult; an applicant had to spend several years as apprentice and 
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journe>TTJan before he could become a master. Their aim was 
to protect members from outside competition and to secure 
honest workmanship. The guilds were greatly weakened when 
outsiders began to produce goods and market them surrepti¬ 
tiously and when members, to escape guild regulation, left the 
towns. In England a further blow came when Henry \TII in 
the 16th century confiscated all their property which had been 
used for religious purposes. 

The Medieval Fair. The medieval fair, promoted by the 
guilds, brought traders and buyers together. Commercial dis¬ 
putes were settled according to the hnv merchant —an informal 
arbitration procedure which avoided antiquated court methods. 
Later the law merchant became a part of the statutory and 
common law of various countries. 

The Domestic System or Putting-out Type. This or¬ 
ganization (16th to the middle of the 18th century), which 
followed the guilds, may be called the first step in modern cap¬ 
italism. It marked the appearance of the middleman who 
bought raw material, “put it out” to workers, and found a 
market for the finished product. In some cases he supplied the 
tools, often sim[)le machities run by hand, and thus began the 
separation of the craftsman from the ownership of his tools. 
The miiUlleman had to be a capitalist because he was producing 
for an unknown market, buying raw materials, and paying 


wages. 


iXatioiialism. The breakdown of the old economic and po¬ 
litical systems caused the rise of nationalism, jjarticularly in 
England. National states increased their power at the expense 
of feudal lords, guilds, towns, and the Church. 

Mercantilism. The national system of regulation which 
prevailed in the growing national states of England and Europe 
was mercantilism. Economic and social activity was regulated 
with a view to maximizing national wealth. Some of these 
doctrines were concerned with building up a colonial em])ire. 
developing a favorable balance of trade, increasing population, 

and controlling internal trade. 

laisse" Faire. This “let-things-alone policy was the one 

wliich, particularly in England, succeeded mcrcantdism. y,e 
•rrowin- commercial class and wealthy traders found that them 
interest’s and those of the state were not always m harmony. 
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They felt that the government should not interfere with in¬ 
dividual activity. Adam Smith supported this iiulividualisiic 
policy in his famous “Wealth of Nations” published in 1776. 
He believed that individual welfare and national prosperity 
were usually compatible—that is, if everyone were allowed to 
follow his own self-interest, the greatest national good would 
result. Gradually many of the old mercantilistic regulations 
disappeared and men were left with greater freedom to bargaiii, 
trade, or enter into contract as they saw fit. Not only domestic 
trade was to be free from regulation but also foreign trade 
with other countries was to be freed from tariff restrictions. 

Agricultural Changes. There were agricultural changes of 
great importance occurring during this period. The common 
fields, which had been disappearing as the need for sheep 
pasturage increased, continued to be enclosed in order that 
new methods of agriculture could be tried. Better breeds of 
cattle, crop rotation, introduction of root crops and hay in¬ 
creased food production with less labor. W^ealthy gentlemen, 
desiring prestige and wishing to build up estates, bought huge 
tracts of land which pushed out the small farmer and left him 
free to enter the new factory system appearing on the horizon. 


The English Industrial Revolution. 

Origin. Great Britain was the scene of the Industrial 
Revolution (1770-1840) during which the domestic svstem 
slowly changed to the factory system. The change con'sisted 
basically of the introduction of machines and the application 
of mechanical power. The geographical isolation of Great 
Britain freed her from some of the devastating effects of the 
continental wars, lessened fear of attack, and enabled her to 
ounsh as a shipping and trading nation. Alccumulatcd capital, 

avaikhr^-^ V ^^^"dabout process of manufacture, was 

. manors 

come^frt 1 '-d 

Coal and {rnn escape religious persecution. 

looted conveniently 

17'?8- TT in the textile industries (Kay’s shuttle 

a '-artwnghts power loom, 1784) and in the iron 
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industry (the steam engine and blast furnace) appeared rapidly 
because of the mechanical skill developed by British artisans 
and because the opportunity for supplying larger markets 
stimulated improvements. Private capitalism had reached the 
industrial stage in which the emphasis on profit-making shifted , 
from buying and selling hand-produced goods and from leasing 
property and lending money to pioneering in the development 
and ownership of machines capable of greatly increasing pro¬ 
duction. 

Description of the Industrial Revolution. 

factories. These were an outgrowth of the use of power. 
The earlier hand machines, mostly wooden, could be used in a 
home or small building, but the new power machines of iron 
run by water or steam had to be near the source of power sup- 
])Iy (waterfalls or coal deposits). The machines were too large 
and heavy for a small home and too expensive for a laborer to 
buy. Large industrial towns sprang up where factories were 

located and where coal and iron were mined. 

Laborers. Families, giving up their gardens and live stock, 
moved to the cities to work for wages. Crowded living condi¬ 
tions. factory discipline, and foul workrooms were distasteful 
to the laborers, and riots often broke out, resulting in the de¬ 
struction of machinery. As the demand for goods increased 
the new factories became firmly entrenched. Employers vied 
with each other to turn out the largest ([uantity of goods. Hours 
of work were unbearably long; women and children were ex¬ 
ploited; living and working conditions were increasingly mis¬ 
erable. But manufacturers who wanted as little interference as 

possible clung to the laissez-faire doctrine. _ 

Transportation. Increased transportation facilities expanded 

local markets to national and world markets. Roads m England 
during the 18th century were very poor and in the winter often 
impassable. There was great need for transiiorting coal, iron, 
and raw materials to the factories as well as for transporting 
finished goods to the markets. Turnpike trusts were formed to 
build roads and keep them in repair. Canals provided cheaper 
transportation for heavy or bulky goods. Railways, m the face 
of much opposition, increased the speed of transportation and 
the demand for coal and iron. As foreign demand increased 


Evolution of Economic Activity 


21 


and Great Britain improved her specialization in manufactur¬ 
ing, she became the foremost world trader. 


Effects of. the Industrial Revolution. 

Production. As new industries sprang up and undeveloped 


industries became powerful, production increased greatly. Ne¬ 
cessities could be had in greater abundance and even a taste of 
luxury was not impossible for the laboring class. Although 
population increased very rapidly, the level of consumption rose 
for society as a whole. Increased consumption and increased 
leisure followed the introduction of machinery. 

Labor and Ca/>itaL Labor and capital found that their in¬ 
terests clashed under the new regime. Since tasks were divided 
into minute operations, the laborer’s skill and knowledge were 
less important in competitive bargaining. Laborers no longer 
owned their tools nor were they in personal contact with their 
employer on whom they depended for their entire livelihood. 
On the other hand, depreciation and interest charges were large 
on the expensive machinery used, so employers tended to drive 
sharp bargains with laborers in order to meet the charges and 
make profits. 

Political Control. As the old laissez-faire policy failed to 
protect the consumer and laborer, political control was found to 
be necessary. Government inspection of goods to determine qual¬ 
ity prevented some adulteration and fraud. A series of laws 
regulating hours of labor, factory conditions, and types of work 
for women and children brought about better conditions than 
existed under the old domestic system. State education, mini¬ 
mum wage laws, workmen’s compensation, and social insur¬ 


ance are more recent measures that completely break away from 

laissez faire. Laws which prevented labor organizations were 

repealed, and trade-unions rapidly increased in number and 

bargaining power. Public control has now been extended to the 

reflation and operation of some industries, such as railroads, 
public utilities, and parcel post. 

Urban Problems. The rapid increase in city population 

were crowded together 
m unsanitary buildings. Filth and disease undermined the 

health of men, women, and children in slums and tenements 

Machines brought noise, smoke, and dirt which cost cities and 
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individuals millions of dollars a year and injured health. Sew- 
age, garbage disposal, water supply, fire and police protection 
are other common problems to be met by an urban population, 
an outgrowth of the factory system. 

Trade Fluctuations. The national and international markets 
of an interdependent economic system make it difficult to esti¬ 
mate demand, especially when a rising level of consumption 
makes demand more fickle. Increasing numbers of producers 
know little about what others are producing or the total supply 
of their product. Plans made by some to save, by others to 
invest, and by still others to produce investment goods are fre- 
(juently inconsistent. Improvements and innovations are al¬ 
ways occurring to upset the stability of some part of the eco¬ 
nomic system. Thus large-scale production and interdependence 
have made trade fluctuations increasingly, severe for both the 
wage earner and the businessman. 


WORLD-WIDE INDUSTRIALISM 

The United States. The Industrial Revolution developed 
gradually, beginning a half century later in the United States 
than in England. And in the United States, it was largely an 
outgrowth of British industrial experience. 

Prior to the Civil War. 

Technological Development. This development was slow 
in the United States because England, fearing competition, re¬ 
fused to allow machinery or mechanical plans to leave the 
country; because the United States gained more in producing 
raw materials to exchange for manufactured goods; and be¬ 
cause free land and rich resources absorbed most of the popu¬ 
lation and left no available labor supply for factories. Tlie 
United States had a comparative advantage in agriculture and 

The mercantilistic policy of England in regulating colonial 
trade and commerce and in forcing tlie colonics to sltare pv- 
ernment expenses was resented by a country where cheap land 
and pioneering had developed an indepciKlent spirit. Certain 
economic interests in the United States could not he harmonized 
with British regulatory policy, and the Revolution.yy War 
broke out. Later the economic interests of the growing com- 
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mercial class were instrumental in forming the Constitution of 
the United States, because trade had been hampered by state 
laws and regulations under the Articles of Confederation. 

Manufacturing was stimulated when tlie Revolutionary 
War and the War of 1812 cut off the supply of foreign goods. 
In 1789, Slater, a former apprentice to Arkwright, started a 
cotton mill in Pawtucket; later (1814) Lowell founded a tex¬ 
tile factory in Waltham, Massachusetts, and used power looms. 
New England with meager natural resources, except waterfalls, 
became the center of manufacturing. Here laborers were more 
willing to work in factories. Machinery and manufacturing 
came simultaneously in America and seemed the natural thing. 
Most of the evils of the English Industrial Revolution were 
escaped since dissatisfied laborers could pioneer in the West. 
The new industries received encouragement from tariffs and 
prizes, but they increased slowly until the time of the Civil 
War. 

Economic Industrial Stages. These were often contem¬ 
poraneous in the United States. As the frontier was pushed 
westward, primitive conditions with hunters and trappers ex¬ 
isted; near the frontier was the pastoral stage of development; 
next agriculture; and farther east trade, commerce, and manu¬ 
facture. Such an economic situation led to sectionalism. The 
East, the West, the North, and the South had their individual 
economic interests which clashed in political parties, in the fed¬ 
eral government, and finally, in the Civil War. Slavery in the 
South was dying out until Whitney's invention of the cotton 
gin in 1793 made slave labor commercially profitable in cotton 
growing. Merchants and financiers of the more populous East 
and North dominated the federal government which passed 
tariff legislation favorable to their industrial interests. To off¬ 
set the political influence of the northern states, the agricultural 
South, which desired free trade, attempted to have more slave 
states admitted to the union. Thus slavery was primarily a 
political and economic question rather than a moral one. 


After the Civil War. 

The Homestead Act of 1862. This act opened the West 
to an increased population and gave away thousands of acres 
of the public donrain for little or nothing. Some economists 
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believe that this measure harmed agriculture and delayed urban 
and industrial development. Better transportation was needed 
to hold together such an extensive country. The United States 
had passed through the turnpike (1790-1816) and canal 
(1807-1837) periods. Now the government, by grants of land 
and other aids, subsidized the building of railroads. Because 
of the monopolistic tendencies among railroads, which was 
partly due to overbuilding, government control later became 
necessary. 

Agricultural efficiency was also increasing. Machinery and 
scientific methods had increased production to such an extent 
that in 1940 only about 20 per cent of the population needed 
to work on farms to feed the entire population, whereas in 1860 
approximately 60 per cent of the population was required. De¬ 
clining prices for agricultural products during most of the 
period, 1865-1897, created discontent among farmers which 
led to reform movements. After World War I farmers were 


unable to adjust supplies of basic crops to declining demand. 
A heavy mortgage burden, taxes, and the tariff aggravated 
the maladjustment which finally ended in substantial govern¬ 
ment aids to agriculture. 

Manufacturing. After the Civil War there was a rapid in¬ 
crease in manufacturing. The natural increase in population 
combined with immigration enlarged the market for manufac¬ 
tured articles. Improvements in machinery and power, stand¬ 
ardization, and large-scale production lessened unit costs. Since 
large amounts of capital were needed to finance these huge un¬ 
dertakings, industrial control became concentrated in the cor¬ 
poration. In many industries a few corporations account for 
most of the output. Since 1880 industrial concentration and 
monopolistic combinations have been characteristic of American 
industry. During World War II. however, these industries 

demonstrated a record capacity for production. 

The Labor Movement. In the United States a labor mo\e- 
ment similar to the English one. united trades into unions. 
The American Federation of Labor later became a confedera 
tion of craft unions. The unity and v.gor of the Eng '^h bho 
movement, however, was lacking, partly because of the better 
economic opportunities which existed m a new countr>, and 
partiv because of the difficulty of organizing the flood of immi- 
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grants as well as the American Negro. In the great depression 
of the 30’s the Committee for Industrial Organization brought 
together all types of workers, skilled and unskilled, in mass- 
production industries and formed industrial unions. These 
unions were expelled from the AF of L in 1938. The CIO 
unions have since become active in party politics. No unified 
labor movement has yet appeared in the United States. 

State Regulation. Industry became more widespread as the 
economy of the country increased in complexity. The free 
trade policy of the Revolutionary Period gave way to high pro¬ 
tective tariffs on manufactures. Governmental commissions 
were established to regulate prices of monopolistic industries 
and to place competition on a more equitable basis in other in¬ 
dustries. Legislation to protect consumers against impure 
foods, to safeguard the health of workers in factories, and to 
promote child welfare increased in importance. Regulation 
of the banking system, assistance to agriculture, and control of 
labor unions were other significant activities of the government. 
After World War II measures to offset economic fluctuations 
and to preserve a high level of employment without replacing 
private enterprises with socialistic enterprises became the cen¬ 
tral objective of public policy. 

Trade and Finance Position. The international trade and 
finance of the United States developed several significant new 
features. Manufactured goods gradually supplanted raw ma¬ 
terials as the chief exports, whereas imports of manufactured 
goods gave way to increasing imports of raw materials. As 
regards international finance (private, long-term investments) 
citizens of the United States who were net debtors to the ex¬ 
tent of three billion dollars in 1913 became net creditors to the 
extent of about eleven billion dollars in 1930. This new trade 
■ and finance position gave the United States a dominant place in 
world economy, which was demonstrated during World War 
II by lend-lease shipments valued at about fifty billion dollars 
Although the net, private, long-term lending position of the 
United States declined to a few billion dollars at the end of the 
war. the government assumed a leading role in providing relief 
gifts and special reconstruction loans and in promoting inter¬ 
national financial and trade organizations for improving the 
economic relations of nations. The shift in the center of 
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for international trade and finance from London to Washing¬ 
ton which began after World W'ar I was completed after World 
War II. 

France. The industrial development of France began after 
the final defeat of Napoleon in 1815. The country has always 
been handicapped by the lack of iron and coal resources but in 
spite of this has developed manufacturing. Handicrafts are 
also fostered. Agriculture, liowever, still occupies about one- 
half of the people. For political and social reasons national 
policy favors the development of a balanced economy of manu¬ 
factures and agriculture. France’s important position in inter¬ 
national finance in the interwar period testified at least in part 
to the success of the above policy. However, the country’s 
international economic prospects following World War II are 
for a lower level of exports and imports than formerly be¬ 
cause of its inability to regain its former capacity to produce. 
Devastation of the war in physical plants, in economic organiza¬ 
tion, and in workers’ morale is not likely to be offset quickly by 
the present program of socialization of a few industries. 

Germany. Although Germany lagged a century behind 
Fngland in industrialization, she rapidly absorbed the factory 
system. As a result of the War of 1870 with France, the Ger¬ 
man states achieved political unity. Lnder a paternalistic gov¬ 
ernment her excellent coal resources and her fair iron resources 
enabled her, in 1914, to rival the United States in steel produc-’ 
tion. German industry was encouraged by the government to 
build up trusts, cartels, and export combinations. International 
trade was extended by a large merciiant marine and an imperial¬ 
istic foreign policy. Although German industry was weakened 
by the World War I losses of capital equipment, iron deposits, 
and colonies, many lines of German industry in the interwar 
period equalled in efficiency the best plants of other countries. 
As a result of W^orld W^ar II. Germany will probably never 
regain her former relative position in international trade and 

finance. 

Japan. The factory system was adopted in Japan as a de¬ 
fense against European industrialism. Altliough weak in nat¬ 
ural reS^urces of coal and iron, the Imperial Government of 
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Japan systematically fostered industrialization. Aided by semi¬ 
automatic machines and new power resources (hydro-electric), 
Japan became the leading industrial country of the orient dur¬ 
ing the interwar period. Defeat in World War II is likely to 
retard Japanese industrial development for many years and 
to entail a permanent loss of her former relative position in 
international trade. 


Russia. Under the Czars, Russia received little encourage¬ 
ment to industrialize or to take advantage of her huge natural 
resources. After World War I the Soviet Government launched 
a series of “Five Year Plans” of industrialization. Practically 
all means of production were owned by the state, and the C.'om- 
munist party directed production and regulated consumption. 
Huge factories, power plants, community homes, and transpor¬ 
tation facilities were constructed. Industrialization was ex¬ 
tremely difficult, however, partly because capital ecjuipment 
was obtained from abroad by exporting low-priced raw ma¬ 
terials, and partly because skilled labor for manufacturing or 
mechanized agriculture was lacking. Nevertheless, the forced 
industrialization of the country at the expense of consumers’ 
goods provided the means for stopping the Nazi German war 
machine and for delivering a powerful contribution to its 
destruction. Following World War 11 Soviet Russia emerged 
as a leading military and industrial power. Because of the 
diversity and richness of her natural resources and because of 
her policy of isolation, her position in international trade and 
finance is likely to be a minor one. Her economic influence in 
the world, however, as the leading communist state and as a 
rival of the United States, a country of private capitalism, is 
the most important development of the postwar period. 


England. Today England is confronted with rivals in 
world trade. As a result of the Industrial Revolution, Eng¬ 
land had a monopoly of the manufacturing trade of the world 
for almost a century. She built up a vast colonial empire and 
the wor ds largest merchant marine. Her citizens became the 

Revolu- 

tion to other countries and its development there made necessary 
partial reorganization of British industry. This readiust^- 
ment was underway when World War II placed a crushino- 
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burden on the country. Great Britain will probably continue 
as an important country in international trade and finance, but 
not in the same relative position as formerly. Since only 10 
per cent of her people are engaged in agriculture. Great Britain 
must continue to manufacture and export in order to feed her 
large population. In order to meet this grave problem of. the 
postwar period a few industries have been acquired by the 
government and a semisocialistic direction of production and 
regulation of consumption has been adopted. 
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Chapter Three 


CHARACTERISTICS OF MODERN 
ECONOMIC SYSTEMS 


ECONOMIC SYSTEMS 

Economic systems may have different forms, but the gen¬ 
eral aims of each of them must be the same: goods must be 
produced, efficiency must be encouraged, and individual shares 
must be distributed in order to provide for consumption. The 
main difference appears in the mechanism for co-ordinating 
production and consumption. 

Autonomous Economic Order. The autonomous eco¬ 
nomic order is one in which an individual (Robinson Crusoe) 
or a family (in pioneer days) is self-sufficing. The individual 
or unit determines what shall be produced and how it shall be 
consumed. There is no problem of the interrelation of produc¬ 
tion and consumption units. This type of economic order, 
which rarely exists, helps to illustrate the task which every eco¬ 
nomic order mu^t perform and also demonstrates that in com¬ 
plex economic systems these tasks are divided among millions 
ot production and consumption units and must be co-ordinated. 


fEnterprise or Capitalism. The essential 

or capitalism, as it exists in tlie 
nited States, is freedom of individual action in buving and 

filing goods and services and in owning and organizing tlie 
eans of production for private gain. Prices which emerge 
from market transactions provide the main mechanism for co- 
ordination of production and consumption. Individuals as 
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dividuals are specialized and not self-sufficing. Largely be¬ 
cause of economic interdependence the government protects, 
assists, and regulates economic activity in order to prevent the 
free conduct of some from depriving others of their freedom. 
The direction of economic activity, however, rests primarily 
with market conditions and the opportunity for profit-making 
by private enterprise in supplying markets. 

Socialism and Communism. The terms socialism and 
communism are not precise and are often used interchangeably. 
The Soviet Union, commonly referred to as a communist state, 
in its constitution calls itself a socialist state. Socialism and 
communism can best be understood as representing different 
degrees of state ownership of the means of production and of 
centralized governmental planning and control of economic ac¬ 
tivity. 

Soci.^LiSM. Socialism involves the state ownership of nat¬ 
ural resources and the means of production in bosic industries. 
Production is planned and directed by the government accord¬ 
ing to the principle of production for use and not for profit. 
Individuals can own personal property, engage in small private 
business and agriculture, and work for wages. They are free 
to choose their own occupations and to make their own choices 
of goods. By limiting the variety of goods and services planned 
for production, the government can restrict the freedom of 
choice of consumers and workers. Markets and prices exist 
only as a partial co-ordinating mechanism for production and 
con-sumption. The United Kingdom is a semisocialistic state. 

Communism. In a pure form, communism involves the 
state ownership of both producers^ and consumers goods. 
Goods and services are distributed not according to ability as 
a producer hut according to needs. In Soviet Russia state 
ownership and governmental control have been earned further 
than in any other country. All land and natural resources are 
owned by the state. Practically all other means of production 
are owned by the state or by workers’ co-operativp. Farms, 
for example, are either operated by the government m the same 
manner as state-owned mines, factories, railroads, banks, and 
stores or by workers’ co-operatives which conform to govern¬ 
mental production plans. Private business is restricted mostly 
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to a few professions and one-man or one-family production 
units. Private hiring of labor for production of goods for sale 
is forbidden. Except for professional tools and minor ccpiip- 
nient there is practically no i)rivate ownership of producers’ 
goods. Consumers’ goods, however, may be })rivatcly owned. 
The Soviet Constitution proclaims as its princi])lc of income 
distribution, “From each according to his ability, to each ac¬ 
cording to his work.” Although the workers are unionized, 
trade-unions do not bargain with production units as in a free 
enterprise system. Choices of jobs are partly restricted by 
plans for expansion of certain industries and for development 
of particular regions. Choices of consumers in markets are 
limited by production plans which restrict the kinds and cpian- 
tities of consumers’ goods in favor of more imlustrial e(|uip- 
ment. Special governmental planning agencies co-ordinate i)ro- 
duction and consumption. Markets and prices largely reflect 
these decisions; they do not guide the direction of production. 

FREE PRIVATE ENTERPRISE 

A system of free private enterprise assumes that man’s 

self-interest will induce him to produce at least cost those things 

for which there is the greatest demand. For the most part. 

production is determined by prices prevailing in the market 

place. Competition is the regulator of economic activities. The 

role of government is primarily to safeguard the operations of 

markets and to regulate economic activities where competition 

is imperfect or lacking. The United States is an outstanding 

example of this system. Certain fundamental institutions and 

basic features of it are described briefly in the following sec¬ 
tions. 

Legal Institutions. A system of free enterprise requires 
certain freedoms and rights in order that the factors of pro¬ 
duction may be combined to produce goods and services. These 
rights and privileges are established by law and protected by 
the courts. 

Personal Liberty. An individual has the right to choose 
any occupation in any part of the country (although lack of 
wpital and natural ability may prevent him from doing so). 
He has the right to produce and consume what he likes (certain 
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exceptions, e.g., drugs). He cannot be made a slave or be 
imprisoned for debt. 

Private Property Rights. An individual has the right 
to acquire property; to consume or to control it; to buy and 
sell it; to give it away as a gift; and to bequeath it at death. 
Private property has encouraged the accumulation of capital 
and has served as a stimulant to individual initiative—both so 
essential to economic progress. While the government protects 
private property, it also restricts private property in the inter¬ 
est of common welfare. 

Contracts. An individual is allowed to enter into con¬ 
tracts which bind together the economic system and make co¬ 
operation among individuals possible. The right to enter con¬ 
tracts is a specific exercise of the rights of private property 
and personal liberty. Contracts are the legal aspects of the 
combination of the factors of production. They provide the 
basis for the exercise of individual initiative in the develop¬ 
ment of production. 

Money. Since goods and services are produced to ex¬ 
change for money, the government has the responsibility of 
issuing money and supervising monetary and banking activities. 

Co-operation. .Although there are many areas of economic 
conflict in a system of private enterprise, a substantial amount 
of co-operation takes place. Individuals do in part directly and 
voluntarily work together. Many kinds of religious, charitable, 
and philanthropic organizations are co-operative production 
units. Some business firms organized by agriculttiral producers 
and consumers are on a co-operative basis. In rural areas farm¬ 
ers frequently engage in simple, direct co-operation in doing 
some types of work. Most of the co-operation, however, in a 
private enterprise system is indirect and is the result of spe¬ 
cialization. division of labor, and the exchange of goods and 
services for money in markets. 

Division of Labor. Co-operation in the most complex 
form is called division of labor. While the term is generally 
coupled with the manufacturing process, division of labor is a 
characteristic of the entire production system. The larger divi¬ 
sions are the production of raw material, manufacturing, trans¬ 
portation, merchandising and banking, and various professional 
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services. Division of labor makes it possible for a man to find 
the work for which he is best fitted, an adaptation which was 
impossible under the manorial system where practically every¬ 
one was forced to be an agriculturist. Instead of co-operation 
in the same kind of work, as in simple co-operation, each la¬ 
borer is confined to a distinct task. The separation of trades was 
the earliest form of division of labor. Large-scale production 
has divided the trades so that each worker performs a minute 
part. Even the professions are becoming more specialized— 
e.g., criminal lawyers, corporation lawyers, eye specialists, nerve 
specialists. 

Minute Specialization. After the wide-spread introduc¬ 
tion of machinery, minute specialization developed. An exten¬ 
sive use of machinery is made easier, of course, when division 
of labor breaks up complex tasks into simple uniform opera¬ 
tions. In the performance of a single task the worker ac(|uires 
great skill and speed. In time, a labor-saving machine may be 
made to take the place of his few movements, and labor is set 
free for other tasks or more leisure while the product is being 
increased. Machinery tends to make industry dynamic, since 
machine manufacturers constantly improve techniques. The 
process of production has been lengthened and made round¬ 
about, but total production has been augmented by division of 
labor and specialization. 

Objections to minute division of labor are as follows: it is 
deadly monotonous; skill is discounted; the specialized worker 
becomes unfit for other occupations; rare ability commands high 
returns and thus greater inequality of income results. It is a 
moot question, however, whether monotony is objectionable to 
the worker, and occupational change is often made easier be¬ 
cause the specialized tasks are easier to learn. While the ob¬ 
jections may be true in part, the fact that more goods are 
produced with less effort and less hours of labor and that the 

^^'orker s share in the goods has greatly increased offset the 
objections. 

Division of labor into minute operations depends on the 
possibility of exchanging the goods. If a cobbler could not sell 
all his surplus shoes, it would be foolish for him to hire a man 
just to cut out soles. But if his supply were quickly exhausted 
and more shoes were demanded, it would be economical to hire 
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several men to perform specialized operations. The extensive 
use of machinery in transportation has made vast areas ac¬ 
cessible. Thus the larger the extent of the market, the more 
complex tlie division of labor may become. 

Territorial or Regional Division of Labor. A more 
general division depends upon the comparative advantage exist¬ 
ing in various sections. The soil, climate, or natural resources 
of a region make it adaptable for specific industries. Orange 
growing is more profitable in California; cotton in the south¬ 
ern states; coal mining in Pennsylvania, etc. Effective trans¬ 
portation is essential in such a division and is a further evidence 
of co-operation. Practically all of the New England region may 
devote itself to manufacturing and depend for its food supply 
from the West and South. 

The Price System. The function of prices in a private 
enterprise system is to provide a co-ordinating mechanism for 
the millions of decentralized production and consumption units. 
Prices prevailing in markets in the main determine what kinds 
and cjuantities of goods shall be produced and how they shall 
be distributed. 

Production. Profits, the reward received for entrepre¬ 
neurial al)ility, guide production. Profits, which depend on the 
selling price of goods and the cost of making them, indicate to 
the entrepreneur what people are buying. High prices of a 
product draw entrepreneurs into that industry: low prices clieck 
production by causing entrepreneurs to tlrop out. In general 
the conditions of supply and demand determine price and guide 
production. A small supply raises price, a large supply lowers 
price. Prices in the form of wages, costs of raw materials, 
transportation rates, etc., determine where fin the city or 
country) and how the entrepreneur will produce his goods. 

Personal Distribution and Consumption. The share 
of each person in the total output is determined by the price 
of the goods and services he has to sell, or has been able to 
sell. .A.S goods are produced, costs are incurred. These costs 
in the form of wages and salaries, rents and royalties, and in¬ 
terest payments arc, with the addition of dividends and profits, 
the sources of incomes for individuals. They spend a large part 
of these incomes on consumption and save and invest the re- 
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maincler. Spending and investing provide the markets for con¬ 
sumers’ goods and producers’ goods. Incomes received as pro¬ 
ducers enable individuals to share in consumption. These 
shares are important incentives for maintaining and increasing 
production. The consumption of various goods is determined 
by their prices, the income of the individual, and his tastes 
as a consumer. A millionaire may buy a yacht, the factory 
worker, a Ford. Goods go to those who are able and willing to 
pay for them. 

Limitations. The price system does not always operate 
to assure a just distribution of income nor the production of 
socially desirable goods. Occasionally prices fluctuate sub¬ 
stantially, and depressions, business losses, and unemploy¬ 
ment ensue. As a result, government regulations have been 
necessary to define the limits within which the forces of the 
market place may direct production and consumption. 

Significance of Competition. In an economic system based 
on private property rights and freedom of business enterprise, 
competition in buying and selling is indispensable for its ef¬ 
ficient operation. Competition is the regulator of the economic 
activities of individuals who are following their self-interests 
in market transactions. In the United States, markets vary by 
slight degrees from highly competitive ones to those which are 
highly monopolistic. 

Competitive Markets. Markets which are highly com¬ 
petitive are composed of many buyers and sellers who are 
trading a homogeneous commodity—that is, a commodity which 
has one or more uniform grades. No trader is in a position to 
affect the price appreciably by his individual action, and only 
one price prevails at a given time for each grade in the market. 
Under these conditions both buyers and sellers are assured of 
fair and equal treatment. Individuals in their capacity as work¬ 
ers and consumers are protected from exploitation because of 
the opportunity to sell their services to numerous buyers and 
to buy their goods and services from numerous sellers. Costs, 
including profits, are established at minimum levels, and prices 
approximately equal costs. Efficient business enterprises receive 
arger returns than inefficient ones because both sell at the same 
market price. Some goods may not be produced, or may be 
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produced only in small quantities, because the relation of de¬ 
mand and selling price to costs does not make additional pro¬ 
duction profitable. Efficiency in the utilization of resources is 
encouraged, and production is adjusted to consumption. 

Monopolistic Markets. Economic self-interest is fre¬ 
quently not closely checked by competition, and private gain 
fails to correspond witli public welfare. Sellers prefer a high 
price to a low one. Business enterprises form combinations, 
e.g., pools, trusteeships, holding companies, and mergers, in 
order to reduce the number of sellers and to control price by 
limiting supply. Machine production on a large scale which 
requires vast financial resources and patents account in part 
for fewness of sellers. Industrial concentration and control by 
a few producers are characteristic of many markets. Labor or¬ 
ganizations attempt to reduce the number of sellers in labor 
markets by collective bargaining in order to offset the ad¬ 
vantage possessed by a few large buyers. Although buyers and 
sellers may be numerous, markets are often partially monopo¬ 
listic because the products in a given commodity class are not 
homogeneous. The constant development of new products 
makes competition in terms of standardized products impossible 
in many instances. They are not sold on the basis of grades 
and uniform units of quantity. Each seller to the extent that 
his product is, or seems to be, different controls supply and 
price, the degree of control depending on buyers estimates of 
the suitability of similar products as substitutes. Because of 
the difficulties involved in comparing and testing products, 
consumers occasionally organize to protect their interests 
When monopolistic elements arc present in markets, cost and 
prices are not established at minimum levels, resources are not 
ftillv utilized, and consumption is forced to adjust to restricted 
production. In some instances monopolistic industries may be 
more efficient than competitive ones, but there is no assurance 
a'^ainst arbitrary restriction of buying and selling, the creation 
of scarcity for private gain, and the exploitation of any group 

by another. 

Market Maladjustments. In an economic system com¬ 
posed of several million private business enterprises and mil¬ 
lions of specialized workers and which operates m a highly inter¬ 
dependent wav through markets, the opportunities for malad- 
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justments are numerous. Business enterprises experience great 
difficulty in anticipating changes in supply, demand, and price. 
Individuals are free to initiate improvements in the technique 
of production, to vary products and output, to shift their de¬ 
mand for goods and services, and to alter tlie proportion of 
their incomes devoted to consuming, saving, and investing. If 
these diverse and variable individual plans were quickly and 
easily adjusted through markets, maladjustments would be 
temporary and minor. But miscalculations arc frequently gen¬ 
eral in character; commitments cannot be quickly revised, and 
changes have cumulative repercussions. If several basic in¬ 
dustries, for example, expand to a point where some losses are 
incurred, men and equipment are not smoothly transferred to 
other work. Instead, unemployment develops, investment is 
curtailed, incomes decline, and the system as a whole is ad¬ 
versely affected. Waste and insecurity in the form of idle men 
and machines characterize recurring and prolonged periods of 
readjustment. 

Monopolistic markets and market maladjustments involving 
unemployment are the two great problems which largely ac¬ 
count for the expansion of governmental control in the econ¬ 
omy. 


GOVERNMENT AND PRIVATE ENTERPRISE 
Government in the United States (national, state, and 
local) protects, assists, and regulates private enterprise; in a 
few instances, it owns and operates enterprises. Many of the 
protective services of the government must be present (e.g., 
enforcement of personal liberty, property rights, and contracts) 
before private enterprise can operate. The belief, however, 
that the government should merely act as a policeman and um¬ 
pire gave way long ago to the insistence by a majority of 
citizens that it undertake developmental activities in order to 
promote the general welfare. World Wslt I brought an end 
to the period of laissez faire. 

Reasons for Governmental Control and Public 
Enterprise. 

1) Private enterprise cannot exist without the protection 
and aid of the government. 
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2) Private enterprise is unable to perform some essential 
tasks (e.g., flood control) and fails to perform others because 
they are not likely to yield immediate private gains (e.g., re¬ 
forestation). 

3) Although private enterprise supplies through markets 
certain goods and services, the government in order to promote 
the general welfare supplements the private market allocation 
of facilities (e.g., education). 

4) When competition, the regulator of private enterprise 
and markets, degenerates, the government intervenes in numer¬ 
ous instances to enforce fair competition by laws preventing 
adulteration, fraud, unfair methods, and monopolistic combina¬ 
tions : in other cases to regulate private monopolies in order to 
assure adequate service at reasonable prices; and in a few cases 
to supply in part goods and services as a basis for comparing 

the performance of private enterprise. 

5) When private enterprise and the market process as a 
whole become maladjusted, the government attempts to con¬ 
serve human resources, to provide economic security, and to 
correct the maladjustments. 


Types of Governmental Control and Public Enterprise. 
1) The government provides for national defense, police 
protection, and the administration of justice. It maintains other 
protective facilities, such as fire departments, forest patrols, 
coast guards, sanitation codes, construction standards, build¬ 


ing: and machinery inspection. ^ 

2) The government assists private enterprise by providing 

for bridges, highways, harbors, patents, foreign consular serv¬ 
ice the bureau of standards, research, experimentation, and 
statistics. It also aids certain industries directly as m protec¬ 
tive tariffs for manufacturing and agriculture and subsidies fo 
railroads, shipping, aviation, and agriculture Special credit fa¬ 
cilities are furnished for industry, trade, and agriculture. 

31 The government regulates several monopolistic indus¬ 
tries such as transportation, power and light, and communica¬ 
tions’ It owns and operates a postal system, numerous water 
utilities and a few electric utilities. It also regttlates many busi- 
nesrpraCices, agricultural production of a few basic products, 
labor conditions, and financial institutions. 



Modern Economic Systems 39 

4) The government attempts to promote economic stability 
and security by controlling money and credit; financing public 
improvements; providing for dependents, defectives, and unem¬ 
ployed workers; and conserving natural resources. 

5) The most important developmental activity of the gov¬ 
ernment is the provision for compulsory education of children. 
The economic effects of education are important because what 
is produced and consumed in any nation depends largely on 
the nature and degree of the culture of its people. Other de¬ 
velopmental facilities include libraries, museums, governmental 
publications, parks, and playgrounds. 

Problems of Governmental Control. 

Pressure Groups. Since the government intervenes to 
protect, assist, and regulate economic activity, the struggle for 
private gain and economic advantage by individuals and groups 
depends in part upon public policy. Various groups (e.g., in¬ 
dustrialists, farmers, laborers, consumers, etc.) resort to polit¬ 
ical pressures in order to advance their economic interests. The 
same group which lobbies for governmental assistance, for ex¬ 
ample, in the form of tariffs, may oppose similar aid to other 
groups and may oppose governmental control of its own ac¬ 
tivities. Under these conditions the formulation of consistent 
measures of governmental control is extremely difficult. 

Economic Planning. As indicated previously, public plan¬ 
ning of production in an economic system may vary greatly 
with regard to the degree of centralize'd control. In a system 
consisting predominantly of private enterprise, public planning 
of production supplements market direction. In the United 
States, restrictions, prohibitions, regulations, subsidies, and other 
inducements, and a very small amount of public enterprise pro¬ 
vide some general direction for production, especially in agri¬ 
culture. In addition, the Employment Act of 1946 sets up a 
program of periodic reports on current economic conditions by 
the president to Congress which implies governmental recog¬ 
nition of responsibility for the maintenance of a high level of 
employment and economic stability. On the basis of these re¬ 
ports Congress may enact legislation which would vary tax 
rates and debt reduction, interest rates and the amount of bank 
credit, and expenditures on public works in order to offset or 
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to compensate for a decline in private business or for an infla¬ 
tionary expansion of private business. In general the objective 
is to provide a floor and ceiling for the whole economic system 
without interfering with private enterprise and market direc¬ 
tion of specific production and consumption activities within 
these limits. 

This limited form of economic planning is difficult to ad¬ 
minister, especially if co-operation is sometimes weak between 
government and business, labor, or farm groups. On the other 
hand a more comprehensive type of planning which effectively 
prescribed production priorities and rationing of some con¬ 
sumers’ items as in a war period would eliminate some of the 
essential features of private enterprise. Competitive economic 
efficiency, job security, and economic and political freedom are 
difficult objectives to achieve in a complex, interdependent sys¬ 
tem of production. 

EVALUATION OF THE PRESENT SYSTEM 

Competition today is far from the perfect mechanism often 
assumed. People are not rational in all of their political and eco¬ 
nomic actions ; the factors of production are not perfectly mo¬ 
bile; price docs not always measure quality; serious depressions 
and vast unemployment are industrial plagues—yet the pres¬ 
ent system for the most part produces goods which people want, 
in large quantity, and at prices near the cost of production. 
Economic freedom has been modified and restricted, but 
political liberty and democratic processes have been preserved. 
In view of the complexity of economic society the adjustment 
is remarkably good. The satisfaction of wants has been ac¬ 
complished more effectively by private enterprise than by any 
other system. Many improvements, however, can still be made 
(as the following chapters indicate), and the private enterprise 
system may. in time, be superseded by a better one. .A funda¬ 
mental issue for evaluation at all times is freedom versus 
efficiency and security. State socialism, for example, might 
improve the efficienev of j>roduction aiid probably would pro¬ 
vide greater economic security for many people, but the eco¬ 
nomic freedom of some individuals (property holders and en¬ 
terprising innovators) would be lessened under this type of 
complete government control. On the other hand, economic 
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freedom or opportunity might be enhanced for some classes 
(nonproperty holders). In the welter of conflicting economic 
interests, social experimentation offers the only hope for im¬ 
provement and eternal vigilance the only protection against 
loss of essential freedoms. 
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Chapter Four 


PRODUCTION ORGANIZATION 

The organization of production involves two important con¬ 
siderations : (1) the location of the production unit and (2) the 
form of the particular business unit (individual proprietorship, 
partnership, corporation, etc.)- A third problem, the size of 
business enterprise, is analyzed in the next chapter. 

LOCALIZATION OF INDUSTRY 

Localization of industry refers to the tendency for indus¬ 
tries to concentrate in particular localities; it is a phase of the 
territorial division of labor (c.g., silk mills at Paterson, shoe fac¬ 
tories at Brockton and Lynn, steel mills at Pittsburgh and Gary, 
automobile plants at Detroit, etc.). In any particular instance, 
one or more conditions may account for the localization of an 
industry; the ideal location is a resultant of competing attrac¬ 
tions or a balance of possible economies. A list of important 
conditions are set forth separately below. 

Power Resources. Availability of cheap and effective 
power is an important condition in determining the location of 

industries. . 

Waterfalls. In the early use of machinery, waterfalls 

which could he harnessed with water wheels especially attracted 
the textile industries. Today waterfalls are used chiefly to gen¬ 
erate electricity, which may be transmitted economically several 
hundred miles; hence, waterfalls now restrict less than formerly 

the location of industries. 

Coal Deposits. The introduction of steam as a source ot 
power made economical the location of many basic industries, 
such as iron and steel, near extensive coal deposits. Usually 
iron ore could be transported more cheaply to coal deposits than 
coal to iron deposits. Coal deposits, however, now restrict less 
than formerly the location of industries because steam power 
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developed from coal is converted into electricity and is trans¬ 
mitted long distances. 

Oil AND Gas. The development of the internal combustion 
engine which uses gasoline, gas, or semicrude oil as fuel, makes 
the location of many industries near energy resources less im¬ 
perative. These fuels can be cheaply transported, and, conse¬ 
quently, they tend to decentralize industry. 

Atomic Power. In the reasonably near future, the avail¬ 
ability of atomic power in a package or easily transportable 
form for industrial use will probably free industry from its need 
to be near original sources of power. 

Raw Materials. Nearness to raxv materials is sometimes an 
important influence in the location of an industry. Pulp mills, 
for example, adjoin spruce and poplar forests. Paper nulls, 
since they are expensive to build and since pulp may be cheaply 
transported, are likely to be located near power resources and 
large markets. Other examples are: flour mills near grain- 
growing regions, meat-packing plants near stock-growing areas, 
potteries near essential clay, etc. 

Markets. Proximity to large markets is frequently an im¬ 
portant factor in the location of many manufacturing indus¬ 
tries which produce finished commodities. Transportation, of 
course, is fundamental in determining the accessibility to mar¬ 
kets. Cheap water transportation, railroads, and highways have 
always been important factors in the localization of industry. 
The development of air freight has greatly affected the relation 
of markets and location, especially with regard to perishable 
goods or those with great value compared with bulk. 

Labor. Availability of competent labor is sometimes im¬ 
portant in determining the location of industries. Because of 
sentimental attachments, lack of financial means, etc., labor is 
not easily attracted from one location to another. In otder, 
en to be assured of a satisfactory supply of labor, industries 
are located near large centers of population where a supply of 
I ^fent kinds of labor is usually available. When one or 
more factors of production are relatively cheaper at another 
pace, an industry may move to the more profitable location. 

ecen y cheaper labor markets have been a prime inducement 
tor such changes. 
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Industrial Growth. Industrial growth or the momentton 
of an early start frequently influences the location of industries. 
Within a general area which is suitable for several industries 
one particular location may develop into a shoe-manufacturing 
center because a skilled shoemaker happened to settle there. If 
one firm succeeds, others are attracted to the same locality. 
Sometimes employees of the successful firm establish a business 
of their own. Financial assistance frequently may be obtained 
more easily for a given industry in a locality where lenders for 
a long time have been familiar with that industry. Technical 
knowledge accumulates as the industry grows. Subsidiary in¬ 
dustries spring up to supply the main industry. W’hen an in¬ 
dustry has acquired great momentum in one locality, it may 
persist as the chief center even though other localities offer 
greater advantages as regards some of the above points. 

Planned Location. Considerable attention has been given 
by industrial planners to the idea of planning the location of an 
entire industrial community, not merely the industrial plant. 
Such planning involves not only considerations of increased 
efficiency, but also the welfare of the workers. Indirectly it 
may increase efficiency as well. 

FORMS OF BUSINESS ORGANIZATION 

Individual Proprietorship. The individual proprietorship 
is a one-man type of business enterprise. One individual as¬ 
sumes full responsibility for the conduct of the enterprise (e.g., 
most farming, many professions, some manufacturing, rctail- 
in^, etc.). This type of business organization is suitable for 
production which is better supervised by one individual, which 
involves a high degree of flexibility, and which requires but a 
small amount of capital and modest expense of orpnization. 
Its chief disadvantage is “unlimited liability” for business debts 
—that is. if the firm fails, creditors may force the sale of the 
proprietor’s personal property, as well as his business property, 
to satisfy their claims. Unlimited liability, however, may make 
some creditors more willing to extend credit. 

Partnership. A partnership is based upon a written or oral 
agreement between two or more individuals to assume jointly 
full ‘responsibility for the conduct of a business enterprise. 
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Prior to the Civil War it was the prevailing type of business or¬ 
ganization in the United States. It superseded the individual 
proprietorship in many fields of production where additional 
capital was necessary and where the association of varied 
abilities in management was desirable. One disadvantage of 
the partnership is the fact that the bankruptcy, insanity, or 
death of one partner automatically dissolves the partnership. 
Another disadvantage is the "unlimited liability" of each part¬ 
ner for all debts contracted by any one of the partners in the 
conduct of the partnership business. 

Sometimes a "limited partnership" is formed in which sev¬ 
eral of the partners have unlimited personal liability for debts, 
but one or more partners have their liability limited to the ex¬ 
tent of their investment in the business. The “limited partner¬ 
ship" is possible only when provided for by statute law. More¬ 
over, those partners with limited liability lose that protection in 
thecourts if they actively engage in the business. The "limited 
partnership” offers many advantages, such as obtaining capital 
\yithout relinquishing control, perpetuating operation by admit¬ 
ting as limited partners the heirs of deceased partners, and 
avoiding heavier taxes imposed by some states on corporations. 


Corporation. 

The Charter and State Laws. The existence of the cor¬ 
poration depends upon a charter or certificate of incorporation 
granted by the state. Charters are granted when individuals 
meet the requirements of corporation laws. With a few excep- 
lons, such as national banks under federal laws, corporation 
aws are state laws. These laws are not uniform. Since cor¬ 
porations organized in one state may freely do business in an¬ 
other state under the rule of "interstate comity” (i.e., courtesy 
among states), they frequently organize in a state with very 

lax laws and then carry on most of their business activities in 
other states. 

ENTITY. Although the Corporation is 
omposed of many individuals, they are not the corporation. 

from !i ^ legal entity or person, distinct 

its in such activities as 

>ts charter specifies. These, however, are sometimes quite gen- 
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eral. The charter may be revoked if violated and the corpora¬ 
tion dissolved. 

Capital. The corporation makes possible large accumula¬ 
tions of capital. The resulting large-scale enterprise may be 
more efficient, thus lowering the costs of production. 

Permanency. Since ownership in the corporation may be 
transferred by a sale of its stock without the assent of other 
owners, the corporation is highly permanent —in some cases al¬ 
most perpetual. Since the Dartmouth College case, 1819, in 
which the United States Supreme Court held that a charter 
granted by a state to a corporation was a binding contract and 
could notUe altered by the state without the consent of the cor¬ 
poration, state laws limit the life of the corporation, usually to 
twenty or fifty years. New charters, however, are obtained 
without much difficulty. 

Limited Liability. Another distinctive feature of the cor¬ 
poration is the limited liability of the owners for corporate 
debts. If the corporation fails, the owners are liable to lose 
only what they paid for stock in the corporation; the creditors 
have no claims on their personal resources. 

Management and Directors. The management of a cor¬ 
poration is usually delegated by the owners to a hired manager. 
Directors, elected by the owners principally from their own 
group, usually select the manager. Sometimes there are dummy 
directors —that is, directors with no active participation in the 
affairs of the corporation and who merely serve to complete 
the number prescribed in the charter, or directors who repre¬ 
sent interests with real power, e.g., banks or competing interests. 
Directors assist the manager in important decisions, and occa¬ 
sionally they submit matters of unusual importance to the 
owners for collective action. In large corporations there may 
be separation of ownership from control because of the^ use of 
nonvoting common stock, the use of proxies, and the wide dis¬ 
tribution of ownership. 

Financial Structure of the Corporation. The fiiiaitaal 
strudure of corporations is exceedingly complex. The original 
and permanent investment of the owners, or shareholders in the 
corporation, is ordinarily termed the capital stock. A share of 
stock represents one unit of property right in the total invest- 
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ment, and a certificate of stock is the document which tlic 
owner holds as evidence of his part of the total rights in the 
corporation. Corporations raise funds by selling stock (i.c., the 
owners or stockholders furnish funds), by borrowing (i.e., sale 
of bonds and notes to creditors), and by operating at a profit 
and retaining part or all of it. 

Kinds of Common Stock. Common stock usually carries 
with it the exclusive right of voting. Sometimes, however, a 
corporation will issue a special class of uonvoting co)innon 
stock. Since each share of stock carries one vote, the owner or 
owners of slightly more than half of the voting common stock 
would have absolute control of the corporation. i're(|uently 
many small shareholders merely invest in the corporation and 
have little interest in voting; consequently, a much smaller 
percentage of common stock will usually sufiice to control the 
corporation. Dividend payments on common stock are con¬ 
trolled by the board of directors. 

Nature of Preferred Stock. Preferred stock under 


most corporate charters carries with it the right to a prescribed 
dividend rate but no voice in management. Tins type of stock 
has preference over common stock in two ways: first, dividends 
must be paid on it before any can be declared on common stock; 
second, many charters provide that, in case of liquidation, the 
preferred stockholder must be paid in full before the common 
stockholder receives his share of the assets. Preferred stock 
may be cumulative —that is, if dividends on preferred stock 
have not been paid one year because funds were not available, 
meseback dividends must be paid up before any dividends can 

e declared on the common stock (protection for the preferred 
^ockholder against manipulation of accounts to conceal profits). 

referred stock may have other special features as provided 
tor m the charter. 


^ ONDS AND Notes. Bonds and notes represent borrowed 
Mpita of a corporation ; they arc certificates of indebtedness. 

a corporation (holders of common and preferred 
s oc ) borrow funds through the sale of corporation bonds 
an notw. Holders of bonds and notes are creditors of the 
corporation. Bonds bear interest at a specified rate.- Usually 

enrx secured by a mortgage on tlie fixed assets of the 

rpora ion, and any default in the payment of either interest 
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or principal gives the bondholders the right to foreclose in 
order to satisfy their claims. Otherwise the bondholders have 
no control over the corporation. 

The bondholder, then, assumes the least risk in the corpora¬ 
tion, receives the smallest return, and has no control. He ^so 
has the risk of a rising price level which would make his fixed 
return in dollars buy less goods and services. The preferred 
stockholder assumes more risk, received a larger return, and 
frequently has no control. The common stockholder assumes 
the greatest risk, may receive the highest return, and usually 
has control. 

The Bal.\nce Sheet and the Income Statement. Two 
accounting devices, the balance sheet and the income statement 
(often called profit and loss statement), are helpful in under¬ 
standing the setup and operation of a corporation. (These de¬ 
vices may also be used for other types of business units.) A 
' balance sheet lists in one column the money value of a corpora¬ 
tion’s assets and in another its liabilities (claims against the 
assets) as of a given date. A balance sheet might show the 
following items. 


B.^LANCE SHEET 


ASSETS 


LIABILITIES 


CurrcfU assets 

Marketable securities . . . 
Raw material 

Fiiusbcd goods . 

Accounts receivable 
NoleA receivable 
Fixed assets 

Real estate and buildings 
Machinery and equipment 
Patents 

Total Assets. 


C&r.DlTOBS* CUtIMS 
$ 50,000 Current Habit Hies 

50,000 Accounts payable. S 50,000 

100,000 Notes and bills payable 50,000 

50.000 Fixed lusbUities 

J 50,000 Ronds . - dOO.OtW 

50.000 Owras’ claims 

Capital slock. 1,500,000 

1.500,000 Surplus . iOO.O Of^ 

500.000 Total liabilities. U.SOH.OnO 

50,000 - 

12.500,000 


Explanation of the Balance Sheet. In a balance sheet of a 
solvent corporation, the assets and liabilities are always equal. 
The successful corporation, of course, owns more than it owes, 
but any excess of assets over the claims of creditors belonp to 
the owners of the corporation. The liability side merely shows 
to whom the assets belong. For example, m the above balance 
sheet the total assets minus the claims of the creditors leaves 
an excess of assets of $1,600,000 (net worth) which belongs to 
the owners in the form of capital invested in stock and surplus. 
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In other words, the balance sheet pictures the corporation as a 
hypotlietical person which owns assets of $2,500,000, and owes 
creditors $900,000 and the owners $1,600,000. If the claims of 
the creditors exceed the assets, the corporation is insolvent, and 
the owners’ claims, or equity, disappear. With regard to solv¬ 
ency. the distinction between fixed and current assets and lia¬ 
bilities is also important. Although the total assets of a corpora¬ 
tion may greatly exceed its total indebtedness, its current assets 
may be smaller than its current liabilities, and lienee, it may soon 
be insolvent because of inability to realize enough cash from its 
current assets to meet its current liabilities. 

The above balance sheet shows how the corporation accumu¬ 
lates funds of its own in the form of surplus. If a 1 per cent 
dividend were declared on the capital stock, the cash item in the 
balance sheet would be decreased by $15,000. The item of 
surplus usually indicates a reinvestment of profits in the busi¬ 
ness. Sometimes, however, the surplus item does not represent 
the entire amount of reinvested profits, because stock is some¬ 
times issued to represent reinvested earnings—that is. stock 
dividends are declared. In the above balance sheet a stock divi¬ 
dend would reduce the surplus item and increase correspond- 
ingly the capital stock item. Capital stock, then, would represent 
both original investment and reinvested earnings, whereas the 
surplus item would represent only that portion of reinvested 
profits against which no stock had been issued. The transfer 
from surplus to capital stock does not change the owners’ cciuity. 
They merely have more certificates of stock as claims against 
t e same assets. Since each share, however, is now worth less, 
they may be easier to sell, especially to small buyers. A stock 
ividend is frequently resorted to in order to avoid the appear¬ 
ance of unusually high profits and high dividend rates. 

of the Balance Sheet. The balance sheet has cer- 
ain imitations, ^ It is an interim report and cross section of a 
usmess which is changing, and the figures are expressed in 
monetary units which vary in value. The balance sheet is a set 
ot estimates, and it may conceal as well as reveal the financial 
con ition of a corporation. The stock may be watered. Cor- 
usually issue stock with a face or par value (e.g., 
engraved on each certificate. (Its value in the market 
ay e more or less than par.) The law usually provides that 
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the stock must not be issued for less than par, but frequently 
property and services are paid for with stock instead of cash 
and the property or services may be overvalued. Since the 
claims of the owners (or capital stock item) is inflated, the 
balance sheet is made to balance by simply listing the property 
acquired with stock on the asset side at its inflated purchase 
price. Other items, such as patent rights and good will may 
easily be used to inflate assets. Watered stock, then, is stock 
issued zeithout full payments for it and the discrepancy is con¬ 
cealed by overz'aluotion of assets. 

The balance sheet, on the other hand, may understate the 
present worth of assets. Usually property items are listed at 
the price originally paid or present market price—whichever is 
lower. Consequently, a property now worth $50,000 may be 
listed in the balance sheet at $10,000 because it was purchased 
at that price years ago. Furthermore, the value of a corporation 
to its owners is affected by its present and prospective net in¬ 


come. A corporation, for example, may issue stocks at a par 
value of $100. After several years each share of stock may 
have a book value of $110—that is, the assets increased more 
than the claims of creditors. (The increased value of the own¬ 
ers’ equity divided by the number of shares outstanding gives 
an increased book value, or equity per share, unless capital 

stock has been correspondingly increased.) The 
however, of each share of stock may be $200 instead of $100 
or $110. The high market value is the result of a large preset 
or prospective net income and attractive dividend payments. Un 
the other hand, the market value of each share may be 
$80 when the book value is $110 and the par value $100- 
that is, in the past the corporation made profits 'v'''ch we™ 
reinvested in the business, the owners’ equity per share (book 
value) increased, but the corporation ceased to naake p ofits 
and pay dividends. (Since the value of corporate 
and rarely represents the par value, many states ^ 
the issuance of uo-par stock. Such stocks may aid the investor 
f"un"nd better the factors -'’-h determine stock va ues^ 

They also make it easier for corporations to sel ^ 

advene circumstances which may militate against the interests 


The7-°''f and prospective „et incc.e of a corporation is 
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not the sole determinate of the Z’altie of its stock. For c.xaniple, 
one item of asset, such as real estate, may increase so much in 
value that the value of the stock is high regardless of a low net 
income. The balance sheet, nevertheless, usually needs to be 
supplemented by the income statement in order to determine the 
financial position of a corporation. 

Explanation of the Income Statement. Tlie income, or profit 
and loss, statement shows the receipts and expenses of a cor¬ 
poration or business unit over a period of usually one year. It 
varies in form, but the main items given below arc commonly 
included. 


INCOME ST.A.TEMENT 


Net sales . $2,000,000 

Operating expenses: cost of goods (labor and ma¬ 
terial); selling expense; general and administra¬ 
tive expense (salaries, office, depreciation, and 
certain taxes) . 1.710.000 

Net operating income. $ 200,000 

Other income . 5.000 

_ , $ 295.000 

Other expense (interest on borrowed capital) _ 10.000 

Net income .;. $ 285.000 

Income tax . 160.000 

Net profit . ^ 125.000 

Dividends declared . 75.000 

Added.to surplus . $ sOXioO 


Gross sales and deductions of discounts, allowances, and 
returns which indicate net sales are usually not sliown in the 
published income statement. The separation of income and 
expenses into operating and nonoperating is important as a 
general check on the performance of management. Net income 
for loss) for an accounting period such as a year is an esti¬ 
mate. It may be understated or overstated by estimates of 
depreciation charges and by improper classification of some 
purchased Items as capital investment and others as current 
^ense. The purchase of a machine, for example, which is 
ikely to last for several years is not an operating expense, but 

fs ^ purchase price 

Neverthelt«" form of a depreciation charge. 

> the income statement showing the sources. 
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amount, and disposition of income is an important supple¬ 
ment to the balance sheet in describing and summing up busi¬ 
ness operations at stated intervals. 

In subsequent chapters costs are frequently referred to as 
fixed and variable. Although this distinction is not important 
for the income accounting cited above, some of the expense 
items, such as administrative salaries, depreciation, certain 
taxes, and interest on borrowed capital are mostly constant or 
fixed for a short period of time; whereas cost of goods, in¬ 
cluding labor and materials and selling expense, varies with 
the volume of output and sales. Costs are also referred to later 
as explicit and implicit for economic analysis. Income ac¬ 
counting is usually a record of explicit costs—that is, actual 
expenses paid during a period plus estimated depreciation. Net 
income or profit for a business unit in accounting terms may 
differ with the type of organization and financing. For the 
sole owner and manager of a business unit, net income or profit 
is a mixed income of interest on invested capital, salary of 
management, and profit. The same business unit organized as a 
corporation would probably pay some interest on borrowed 
capital and a salary for a hired manager. Net income or profit 
would then probably consist of interest on the capital invested 
by stockholders and ])rofit. In economic terms implicit costs 
arc the implied expenses that must be covered by receipts re¬ 
gardless of ownership in order to attract and keep capital and 
managerial and entrepreneurial ability in a given industry. In 
economic terms total costs include explicit and implicit costs, 
and profit under competitive conditions over a long period is 
'an implicit part of total cost. 

Marketing Corporate Securities. The security markets 
are of interest from the point of view of method and the posi¬ 
tion of the corporation and the purchaser. 

Financial Middlemen and Undenvriters. Investment bank¬ 
ers are frequently essential in marketing corporate securities. 
Small corporations, and occasionally even a large one. may c 
financed by a few individuals who organize the corporation but 
most corporations do not build up their own selling agency in 
order to reach the general investing public. Funds, moreover, 
are usually needed at once and the investment banker will buy 
corporate securities in large blocks, will agree to pay a certain 
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sum for them at a given date, and will assume the risk of sell¬ 
ing tlie securities to the public—that is, he underwrites the 
sale. For instance, a corporate bond issue of several million 
dollars is offered to the investment banker. After investigation 
he may form a group or syndicate of investment bankers which 
agrees to pay the corporation 98 per cent per hoiul of $1000 
within a given period. The investment bankers then attempt 
to sell the bonds to the public at (say) 100 per cent before the 
end of the period. If successful, they profit from the transac¬ 
tion, but any bonds unsold or sold below the purchase price 
must be paid for by the investment bankers at the agreed time 
and price. 

Stock Bxctiangcs, They assist in the sale of corf^orate se¬ 
curities already usiied. The New York Stock Fxchange, for 
example, is a voluntary association of more than a thousand 


members, mostly brokers,'which provides a ready sale for stocks 
and bonds of the better grades. Securities must first be listed on 
the exchange (approval of the investigation committee needed) 
before they can be dealt in on the floor, and only members are 
allowed to buy and sell. Most members, of course, act as 
brokers and buy and sell at the order of a principal. C'or- 
porate securities listed on the Exchange are an attractive invest¬ 
ment because they may be quickly sold for cash or used as col- 
atera for bank loans. The liciuidity of investment provided 
by stock exchanges has some social disadvantages. Loan funds 
are divened into short-term rather than long-term investments, 
w nch affects adversely the expansion of production. Be cause 
ot the ease with which securities may be tinloadcd on tlie market 

time, the prices of securities arc frequently bid up 
longer reflect present or prospective earnings. In- 

mZf serving as a guide to long-term invest¬ 

ment, they may thwart and muddle the process. 

anH c volume of bonds and some stocks are bought 

nd sold m the over-the-counter market. Transactions are car- 

dividn!i houses, and prices are established by in- 

aividual negotiation. 

has wtf'rr' of t'lo purchaser of corporate stocks 

0? 1933 ‘7r\ The sLurities Act 

incffectuaTsta7 f Exchange Act of 1934 supplement 

effectual state laws (blue-sky laws) designed to protect in- 
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vestors. The Securities and Exchange Commission Created by 
this legislation attempts to prevent misrepresentation in the sale 
ol securities and to eliminate manipulation of securities on 
stock exchanges. New issues of all securities (with the excep¬ 
tion of securities of domestic steam railroads which are regu¬ 
lated by the Interstate Commerce Commission) along with a 
statement of fact, which discloses such information as salaries 
of directors and officers, and detailed balance sheets and income 
statements must be registered with the Securities and Exchange 
Commission. If the registration statement is false, any original 
buyer of such securities may recover any loss sustained by a 
civil action against the seller. All security exchanges and their 
listed securities must also be registered with the SEC. Certain 
types of manipulation (e.g., wash sales and matched orders) are 
prohibited; other speculative operations (e.g., price pegging) are 
regulated. The SEC is also empowered to supervise trading in 
nonlisted securities. The control of credit used in margin ac¬ 
counts is placed with the Board of Governors of the Federal Re¬ 


serve System. 

Modern corporations and stock exchanges offer many op¬ 
portunities for dishonest practices. Exorbitant salaries in the 
form of secret additions to the regular salary may be paid to 
corporate officials. A few large stockholders and directors in 
control of a corporation may arrange for the purchase of sup¬ 
plies at high prices from another company in which they are 
interested, or they may buy real estate which the corporation 
needs and then resell to the corporation at a handsome profit. 
Sometimes a group of insiders in control of a corporation w.l 
form a selling agency which then handles at ‘'J 

all the sales of the corporation, or they v.l ^ 

accounts of the corporation in order to conceal its real position 

and then Iniv and sell its stock to their own advantage. 

Although the above legislation for the 
vestors is an improvement, effective administration - f 

many difficulties. Fraudulent practices m the sale of secur 
are not easily separated from the ordinary risks of myestment. 

Elimination of the former is likely to '^g‘";;;the 

nient. Vested interests, however, are likely to 
few adverse effects on legitimate transactions. 0*e[ „ 

are needed. A heavy transfer tax on the sale of seen 
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stock exchanges would restrict speculation to the wealthy group 
of professionals. The competition among states to liberalize 
their incorporation laws could be remedied by federal legisla¬ 
tion which required all corporations doing an interstate busi¬ 
ness to have a federal charter. If all charters required full 
publicity of accounts, some over-capitalization might be avoided. 
Corporation control by a few insiders could be lessened by 
prohibiting the issue of nonvoting common stock and by mak¬ 
ing voting common stock cumulative—that is, if eight directors 
were to be chosen, allow each share of stock eight votes which 
might be cast for one director. Minority interests would then 
usually have an opportunity to elect at least one director. An¬ 
other possible remedy would be to change corporation laws so 

that directors would be responsible as trustees for tlie stock¬ 
holders. 


Co-operatives. A co-operative is a type of business unit 
through which individuals co-operate in performing certain 
economic activities. They may be classified as consumers’, pro¬ 
ducers’, or credit co-operatives (co-ops). From the begin- 

iiftS co-operative movement in Rochdale. England, in 
lo44, certain basic principles have been followed. 

) Each member has one vote no matter how many shares 
of stock he may own. 

f \ Returns on stock are limited to a fixed percentage. 

) The returns over expenses (including interest on stocks) 
are returned to the members in proportion to their purchases, 

operate not only in retailing but also in 
^nd manufacturing. Co-operatives enjoy an ad- 
exemption from income taxes. At present, co- 
responsible for only a very small part of retail¬ 
ing Md wholesaling, but their influence and scope of activities 
are growing. ^ 

co-operatives, such as marketing associations, 
ducer bargaining position of the agricultural pro- 

insurance 

or iLd mernbers to pool their funds and invest 

edit unions, which may operate under state or 
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federal charters, are able to provide loans to members at lower 
rates of interest than would otherwise be possible in commercial 
lending institutions. 

Other types of co-operatives include the New York Stock 
Exchange and the Associated Press. 

Government Corporations. Governments (federal, state, 
and local) carry on a number of business enterprises (post 
office, liquor stores, public utilities). Some enterprises of gov¬ 
ernment are organized into government-owned corporations 
(the Reconstruction Finance Corporation, the Tennessee Val¬ 
iev Aiithoritv. the Federal Deposit Insurance Corporation, 
the Export-Import Bank, the credit agencies under the Farm 
Credit Administration, etc.). These government-owned cor¬ 
porations are organized under special acts of Congress or are 
incorporated under the laws of the states or the District of 
Columbia. At one time, federal corporations enjoyed a good 
deal of independence in obtaining income and in making ex¬ 
penditures. but the Corporation Act of 1945 established com¬ 
plete control over their activities. At present, these corpora¬ 
tions, like any other governmental agency, must secure their 
funds from appropriations made by the Congress, and un¬ 
expended balances revert to a general fund at the close of the 
fiscal year. Statistics concerning the assets and liabilities of 
federal government corporations and credit agencies may be 

found in the Federal Reserve Bulletin. _ ^ ^ 

Other special forms and problems of business organizations, 

such as trusts, holding companies, trade associations, and po¬ 
litical units, will be discussed in succeeding chapters. 
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ENTERPRISES 


The size of business enterprises may be influenced by a 
number of conditions, such as the type of business, technical 
knowledge, the possibility of division of labor, the use of capi¬ 
tal equipment, market and financial opportunities, and the desire 
to maximize profits. The fundamental consideration here is to 
examine how the most efficient allocation of the factors of pro¬ 
duction may be achieved. Land, labor, capital, and entrepreneur- 
ship are combined to produce output.. One factor may be sub¬ 
stituted for another. For example. less labor and more capital 
mav be used in a production unit. Under certain conditions a 
maximum profit is associated with an output produced at a 


minimum cost. , 

In tlie formation of a business, the entrepreneur makes a 

choice concerning the size of the business unit which reflects 
wsts of the factors used and selling prices of the output pre¬ 
vailin'^ at the time. Subsequent changes in costs or selling prices 

=r: or" j. 

lower unit costs of a V _ & changing the 

rntcTnTdforfuLfiX relationships’. The relationship 
discussed here is quantitative. 
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NONPROPORTIONAL RETURNS AND FACTORAL 

PROPORTIONS 

In a preliminary way, a cost for a given output may be ex¬ 
plained in terms of the quantity of input required to produce 
it and the price paid for the different factors of input. The prin¬ 
ciple of nonproportional returns (diminishing returns or pro¬ 
ductivity) refers to the relationship between input and output. 
When these physical quantities are translated into money costs, 
the least-cost combination of factors or the most profitable com¬ 
bination may be ascertained. 

Nonproportional Returns. If there is no change in pro¬ 
duction methods and successive units of one or more factors 
(variable) are added to fixed amounts of other factors, the in¬ 
crease in the total output will not be proportional to the amount 
of the successive units of the variable factors. At first, there 
will be an increasing average output per unit of variable factor 
(stage of increasing returns) ; later, a decreasing average out¬ 
put per unit of variable factor (stage of diminishing returns). 
If the stage of diminishing returns is carried far enough, addi¬ 
tional units of input will eventually bring about a decrease in 
the total output. The following example illustrates these points. 


Fixed Factor 
(one acre o£ 
land) 


Variable 
Factor 
(labor and 
capital) 


Total Output 
(bushels) 


Average 
Output 
(per unit of 
variable 
factor) 


^farg^nal 
Output 
(addition to 
total output 
by increase 
in variable) 



the aborr Returns. On the basis oi 

U the dSe'n ? t"'’ "onproportiona! returns 

the difference in factors which makes them imperfect substi- 
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tutes for each other. In the above table if more than five units 
of the variable arc used to increase output, labor and capital are 
an imperfect substitute for more land. To produce more than 
twenty-seven bushels, both more land and labor and capital in 
the same proportion of one to five should be used. This would 
simply be more production units of the optimum size. 

One man on a one-acre vegetable farm cannot tend effec¬ 
tively the entire patch. Two men can produce more than twice 
as much as one man because of the division of labor and co¬ 
operation in difficult tasks. The addition of several more men 
might, for the same reasons, ii^crease the average output per 
laborer, but finally, the average output per laborer decreases 
although the total product still increases. The decrease in the 
average output per laborer finally occurs simply because more 
division of labor and co-operation on one acre is proportion¬ 
ately less advantageous. Laborers may be added until the total 
product decreases—that is, until laborers get in one another’s 


way. ... . 1 . 1 

Optimum Returns. It is that combination in which the 

average yield per variable factor is at a maximum (five-labor 
combination in the preceding c.xample). The combination yield¬ 
ing optimum returns is the last one in the stage of increasing 

reUirns; thereafter average returns diminish. 

Sometimes increasing and diminishing returns are defined 
in terms of marginal output per variable factor instead’of 
average output. In terms of the table, optimum returns would 
then be the four-labor combination. The two definitions are not 
identical, as the above example indicates, because mimcnca y 
the marginal product per variable factor decreases before the 

average product 

net is not usually made the basis of a defimtwn of dinwnshmg 
returns, it influences, as discussed later, the price paid for the 

use of the variable factor. Toitmos in 

Nonproportion.xe Returns and Historical Trends in 

Production. The reason for using agricultura 

illustration of diminishing returns ts largely . he 

tury and a half ago many economists believed that smee 

total supply of land was fixed, diminishing f 

duction of foodstuffs would make it extremely d« ‘o 
an increasing population. They underestimated, a 
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the productivity of new agricultural regions, the possibilities of 
economies of large-scale production, and the possibility of 
technological improvements in agricultural production. Eventu¬ 
ally the exhaustion of natural resources may restrict per capita 
production and consumption unless population decreases pro¬ 
portionately, or human ingenuity creates synthetic materials. 
From a broad social point of view, land (natural resources) 
seems to be more limited than the other factors of production. 
The important point to note is that the principle of nonpropor¬ 
tional returns does not apply to historical production trends in 
which many offsetting changes may operate. It describes at a 
given time the relation of fixed and variable factors in the ab¬ 
sence of offsetting economics of scale and of technological im¬ 
provement, or of accentuating tendencies in the form of depleted 
resources. 

If, in a given enterprise, any one factor of production is 
held constant while others are increased, diminishing returns 
will result. For instance, if increasing numbers of laborers arc 
employed in a factory with no change of management or ma¬ 
chines, increases and decreases in output per variable factor, 
similar to the land illustration, will occur. In all cases, however, 
the principle of nonproportional returns does not indicate the 
best combination in terms of costs. Although the ratio of 
physical inputs to outputs, or physical efficiency, establishes 
limits for a least-cost combination, the relative prices of the 
factors determine that combination. The cost analysis involves 
what is usually referred to as the principle of factoral propor¬ 
tions. 

Factoral Proportions. The principle of factoral propor¬ 
tions refers to the balance of production factors in a business 
enterprise which will constitute the least-cost combination, or 
most profitable combination. Since all factors of production 
usually cost something and since the amounts used can be varied, 
the lowest total cost per unit of output is achieved in an enter¬ 
prise by using relatively less of the expensive factors and more 
of the cheap ones. For example, if the acre of land in the 
above illustration costs $10 and each unit of variable factor, $1, 
the lowest total cost per unit of output will be reached with the 
seven-labor combination. - The figures are as follows: 
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Total 

Output 

Total Fixed 
Cost 

Total 

Variable Cost 

1 

Total 

Cost 

FLxed Cost per 
Unit of Output 

Variable Cost per 
Unit of Output 

1 

' Total Cost per 
Unit of Output 

2 

$10 

$1 

$11 

1 

$5 00 

$.50 

$5.50 

6 

10 

2 

mtm 

1.66 

.34 

2.00 

12 

10 

3 

■n 

.$3 1 

.25 

1.08 

20 

10 

4 

14 

.50 

.20 

.70 

27 

10 

5 

IS 

.37 

.18 

.55 

32 

10 

6 

16 

.31 

.19 

.50 

35 

10 

7 

17 

.28 

.20 

.48 

36 

10 

g 

18 

.27 

.23 

.50 

34 , 

10 

1 

9 

' 

19 

.29 

.27 

.56 


The combination yielding optimum returns is not the least-cost 
combination. This point and other implications of the table are 
important. 

Least-Cost Combination. For any enterprise under the 
assumed conditions, the least-cost combination is akvays some¬ 


where in the stage of cUmi/iishing returns. Variable factors can 
always be profitably added until that stage is reached, because 
the cost per unit of output is decreasing until then for both the 
fixed and variable factors (note example above). The cost per 
unit of output of the fixed factor decreases as long as total 
output increases—that is, the fixed costs are spread over more 
units of output. The cost per unit of output of the variable 
factor, however, decreases only up to the point where the aver¬ 
age output per variable factor declines—that is, where the stage 
of diminishing average teturns is reached. Of course the vari¬ 
able factor cannot be profitably, added to a point where 
output declines because the cost per unit of output for the fixed 
as well as the variable factor would increase. The 
combination, therefore, for any enterprise icM be reached at 
that point in the stage of diminishing average returns‘mhen the 
increasing costs of the variable factor per umt of output ,s no 
longer offset by the decreasing cost of the fixed factor 
of output. If the fixed factor (e.g.. plant and 
farm and implements) is expensive while 
(labor) is cheap, the least-cost combination will 
the stage of diminishing returns—that is, the fixed factor wil 

be used intensively in order to spread its costs 

of output. If the fixed factor is relatively ^heap wl le « e 

variable factor is expensive, the least-cost ° ^ 

cur early in the stage of diminishing returns—that is, t 
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factor is used extensively because the high cost of the variable 
factor per unit of output quickly offsets the slight decrease in 
the cost of tlie fixed factor per unit of output. 

Most Profitable Combination. The relationship of 
cost and profit involves the prices at which different outputs 
can be sold and is analyzed later in terms of different market 
situations (Chapter Eight). In a preliminary way the important 
point is that the leasUcost combination is not always the most 
profitable combination for an enterprise. Under competitive 
conditions, each firm in the long run is compelled to operate at 
its least-cost combination because tliat is also its most profitable 
combination. In this case fixed costs would include a normal 
profit sufficient to induce firms to remain in the industry, and 
competition among firms would result in an output for the in¬ 
dustry large enough to make the price equal to the lowest total 
cost per unit of output for each firm. An attempt to sell at any 
higher price would eliminate a firm from the industry. Under 
monopolistic conditions, however, output is restricted so that 
total cost per unit is above the minimum cost of the firm in 
order to obtain a maximum profit. The smaller output sells for 
a sufficiently larger sum so that the higher costs per unit are 
more than offset. Also in the short run under competitive con¬ 
ditions, fluctuations in demand may sometimes make it profit¬ 
able for an enterprise to extend its production beyond the least- 
cost combination, because the slightly increased total unit costs 
will be more than offset by the larger volume of sales (elastic 
demand). On the other hand, if demand declines sharply, entre¬ 
preneurs may make some profit, or lose less money, by produc¬ 
ing less goods than is required to attain the least-cost combina¬ 
tion the higher total unit costs of restricted output reduce 
profits less than would the losses incurred on a declining . 
market with a larger volume of output from the least-cost com¬ 
bination. In the event that either a lessened or increased demand 
remained permanent over a period of years, entrepreneurs 
would gradually vary their factors of production until a least- 
wst combination would be attained under the new demand. 
Some firms, however, may operate for a long time even though 
no net profits are made, because as long as returns pay the 
friable expenses (excluding depreciation) and part of the 
*xed costs, the owners lose less than they would by scrapping 
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a plant. Xew firms are frequently unable to operate at the least- 
cost combination for a long time, because their capacity is 
designed for a prospective market \vliich may or may not be 
gradually built up. 

Margin.al Costs and Marginal Receipts. In any market 
situation the variation of output by a firm in order to maximize 
profits or to minimize losses may be summarized in a simple 
rule. Entrepreneurs find it profitable to increase the variable 
factors in an enterprise as long as the selling price of the addi¬ 
tional tiutjmt will more than pay the cost of the additional 
variable factor. When the two amounts (marginal costs and 
marginal receipts) become equal, further expansion of output 
is not profitable. Up to that point expansion of output adds 
more to receipts than to costs. Marginal cost is the amount 
added to total cost by a one-unit increase in output, or for a 
range of output, the addition to total cost divided by the addi¬ 
tional units of output. Marginal receipts or revenues are the 
addition to total receipts resulting from a one-unit increase in 
the output sold. The relationship of marginal cost and total 
cost per unit of output (average total unit cost) and the rela¬ 
tionship of marginal receipts and price are indicated later 

(Chapter Eight). 


ECONOMIES OF SCALE AND LARGE-SCALE ENTERPRISE 
As alreadv noted, the entrepreneur not only combines the 
factors of pnxluction in a given scale of enterprise so as to yic d 
the greatest profit, but he also seeks economies m the use of the 
factors through a larger scale of enterprise. An expansion of 
tlK- production unit, in an industry soinctimcs ,Krnnts gre.atcT 
speciaiization in both the use of iahor and capitai <^'l>t>pnicnt. 
Such economies of iarge-scaie production resuit "y', 
minimum-cost combinations of the factors. The ’""f 

not a variation in tite proportio.t of factors; ° f ° 

are used, and ti.e totai output increases more tiian tl e mcrcas 

in factors. Spcciaiized iahor and capitai ‘ 

added frequently to a production unit onh m large, ^ 
Amounts. ^Because of 'this indivisibiiity of --n, spcc.ah^ 

factors, they cannot iie profitabiy employed in 

tions. Tliey cannot he fully utilized, or in some cases cannot 

u>ed at all. 
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Increases, however, in the scale of production with conse¬ 
quent lower costs may result in some form of monopoly (see 
Chapter Eight). In that event some of the advantages of large- 
scale business discussed below are monopoly advantages. Lower 
costs may then contribute more to monopoly profits than to 
lower prices. Although the drift toward large-scale produc¬ 
tion and combination during the past sixty years is the domi¬ 
nant trend in industry, many small enterprises still exist to 
supply local and sometimes national markets. 

Advantages of Large-scale Business Enterprises, 

Size and Unit Costs. Small plants may grow into large 
ones mainly because of the opportunity to use machiTicry more 
effectively and to subdivide labor more minutely. Large plants, 
moreover, are frequently able to manufacture by-products or 
reclaim waste material which would be unprofitable for a small 
plant. Large plants also buy on more favorable terms than 
small plants and are financially able to hire exceptionally capa¬ 
ble managers, technical experts, and research staffs. 

Economies of Horizontal Combinations. Large busi¬ 
ness units may be formed by a combination of separate plants 
of the jaw? kind under one management {horizontal combina~ 
tion, e.g., chain stores) and may obtain many of the advan¬ 
tages of a large plant cited above, such as able managers, re¬ 
search work, and quantity discounts on purchases. Horizontal 
combination may obtain other advantages, such as large-scale 
operation for one stage of production in which it is suitable 
while other stages remain small-scale; stimulation of efficient 
operation of each plant by comparison with the others; full time 
operation of several plants during slack periods while one or 

more is completely closed; and large reductions in marketing 
expenses. ^ 

Economies of Vertical Combinations. Large business 
sometimes develop by integration of plants performing 
ccejjiv? steps in production under the same management 
K ertxcal combination, e.g., from raw materials to finished prod- 
n« advantages, such as reliable delivery of uniform 

*^ateripls, elimination of selling expense for raw 

J^ore regular production of raw materials are 
ireqjiently obtained by vertical combination. 

4 
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Economies of Complementary Combinations. Several 
plants which make different products may be combined into a 
large business unit under one management {complementary 
combination, e.g., railroads, steamships, resort hotels). Large 
business units of this kind obtain advantages, such as large 
quantity buying, efficient management, and economies in market¬ 
ing (one salesman or agent handles several items instead of 
one). 

Disadvantages of Large Business Enterprises. These 
arise largely because of the scarcity of managerial ability. As a 
business expands a capable manager experiences increasing dif- 
ficultfes in making proper decisions and in controlling effectively 
his force. Delegation of authority to subordinates develops 
red tape and bureaucratic methods. Personal supervision of 
performance is impossible, and statistical devices which are not 
only expensive but also unreliable are set up to measure ef¬ 
ficiency. 

Chiefly because of these managerial difficulties, small firms 
still exist in many industries in competition with large firms. 
There are, in addition, several industries in which the small firm 
predominates and in which it is likely to retain most of the busi¬ 
ness, such as professional services, retailing, farming, repair¬ 
ing. and the making of women’s clothes. In the latter group 
ot industries the small firm usually has the advantage because 
the market is local; the product cannot be standardized, and 
hence cannot be produced by machinery: demand shifts often 
and the small firm can more easily cater to it; most of the work 
may be done by the family; and finally, supervision must fre¬ 
quently be personal. 
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Chapter Six 


MARKETING, RISK, AND 
TRANSPORTATION 

MARKETS AND MARKETING 
Important parts of the production process are marketing, 
risk-bearing, and transporting. In economic analysis the term 
“production" means that a good is not “produced" until the 
consumer gets it. Marketing is, therefore, one stage in pro¬ 
duction. Similarly, the risk and transportation involved in 
marketing are also parts of production. A market need not 
be an organized, established meeting place; wherever rights 
to goods and . services are bought and sold, a market exists. 
The variety of markets and market practices are almost limit¬ 
less because of the kind, number, and location of competitors 
(both buyers and sellers) ; the nature of the commodities or 
services (seasonal goods or staples, raw materials or finished 
products, standardized products, perishables, etc.) ; and the 
general organizational structure. The structure may be very 
sunple as in the local farmers’ markets where home-grown 
products are brought into town and sold at a stand; or market 
structures may be elaborate, such as an organized commodity 
exchange. These exchanges in cotton, wool, wheat, and other 
basic raw materials are sometimes called the “perfect market." 
Perishable goods or goods quickly reproduced are unsuitable 
for daborate market organization. A group of individuals deal¬ 
ing in large quantities of a commodity that is easily graded, 
^mpled, and stored may form a voluntary market association. 
Rules are formulated to govern sales, settle trade disputes, set 
up standards of grading, and give statistical and ticker service. 

a es are transacted on the basis of samples. Such markets are 
exceptional. 
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Classification of Markets. In economic analysis the pri¬ 
mary aim is to examine markets in terms of how prices are 
established under various conditions of demand and supply. 
Markets are viewed as mechanisms for allocating the means of 
production and consumers’ goods and services. A general 
classification of markets from a price-making point of view is 
based largely on different degrees of competition or monopoly. 
Such a classification is presented later with an analysis of cost- 
price relations (Chapter Eight). 

In this chapter the classification and analysis of markets are 
mainly in terms of marketing channels, organization of market¬ 
ing activities, and the technical functions performed. For ex¬ 
ample, specialization in marketing in the form of wholesaling 
and retailing is described without reference to degree of com¬ 
petition. Such functions as assembling, storing, and standardiz¬ 
ing commodities are described in order to indicate the complex 
technical elements of markets. Viewed historically, marketing 
has become an important part of the production process in 
recent times and a part which is frequently viewed as unneces¬ 
sary and unproductive. 

* 

Development of Marketing. Modern marketing, which 
involves the activity of all those engaged in transferring goods 
from jM'oducer to consumer through numerous commercial 
channels, is the result of a high degree of specialization in mod¬ 
ern industry. When man was producing only those things which 
he himself needed there was little or no trade. Today an in¬ 
dividual may spend his entire life producing something which 
he will never use. depending on others to supply his needs. 
Ancient cities and nations (Egypt. Phoenicia, etc.), which his¬ 
tory lists as great traders, offered only luxuries and 
products to a few of the wealthiest citizens. During the Middle 
Ages towns grew up. crafts and trades developed, and towns¬ 
people found it convenient to trade their wares for country 
produce. At first small shops and the traveling merchant or 
peddler facilitated this exchange; later a town market was held 
on a certain day and place, but the variety and quantity of goods 
were small. Dukes or bishops, seeing a chance to become 
wealthy, promoted great fairs at important places. They otten 
received gratifying profits from the special fees or taxes assessed 
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on all the merchants who traded at the fair. To make the fair 
popular many customary restrictions to trade were removed and 
some semblance of freedom of trade existed. They came to be 
known as “free fairs.” In the more backward countries great 
fairs still exist. In the United States fairs provide entertain¬ 
ment and information rather than trade, but our great depart¬ 
ment stores and supermarkets represent a kind of continuous 
fair. 

The modern specialization of industry increased the im¬ 
portance of marketing. To a considerable extent the degree 
of specialization depends upon the size of markets. Thus, 
large-scale production and large-scale marketing developed 
simultaneously. Specialists appeared who devoted all their 
time to transferring goods from the initial producers to con¬ 
sumers. Normally about 20 per cent of the gainfully employed 
are engaged in marketing, and a little over one-half of the con¬ 
sumer’s dollar goes for marketing costs. The volume of whole¬ 
sale trade in the United States in 1945 was $105,393,000,000; 
the volume of retail trade was $74,625,000,000. 

MARKETING AGENTS 

The opportunities for making profit in distributing goods 
have led to the development of a complex system of middle¬ 
men. The typical channel of distribution is from producer to 
wholesaler to retailer, but no two systems are alike and sev¬ 
eral other middlemen (sales agents, brokers, etc.) may have a 
part. About 33 per cent of consumers’ goods goes direct from 
factory to retailer; about 9 per cent is handled by the manufac¬ 
turers’ own wholesale branches. Smaller percentages move 
directly from factory to homes or from factory to retailers. 
While some economies may occasionally be achieved by elimi- 
nating middlemen in the distribution of goods, for the most 
part these costs must be incurred for certain functions. Re¬ 
duction of the number of middlemen does not reduce the num- 
of functions. Even if the costs of distribution were less. 
It would be doubtful whether consumers would benefit in many 
instances from lower prices. An increase in the profits for 
o^ers would be the probable result, at least for a short period 

o time, because of semimonopoly conditions and the obstacles 
to new competitors. 
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Wholesalers. 

The Wholesaler or Jobber. He buys goods in large 
quantities from one or several manufacturers and sells them to 
retailers. While the goods are in his hands he undertakes the 
tasks of sorting, grading, packing, storing, and financing. He 
may sell small amounts or huge quantities to many different 
kinds of retailers (e.g., canvassers, local stores, department 
stores), extend them credit, and transport the goods to them. 
The wholesaler can usually do these things cheaper than either 
the manufacturer or retailer because he is a specialist. By 
handling large quantities he saves on freight charges, clerical 
service, and time. By handling many commodities graded and 
ready for sale, such as raw materials, he enables the manufac¬ 
turer to buy more efficiently. Tlie wholesaler, then, assumes 
some of the risks and costs of marketing more cheaply than 


any other agent. 

In the early history of American industry the wholesaler 
was dominant. Manufacturers operated on a small scale, were 
unorganized, and lacked market information. The wholesaler, 
aware of their weakness, played one manufacturer off against 
another. The wholesaler needed transportation facilities and 
encouraged canal and railroad building. With the improvement 
in transportation, machinery, and large-scale production, the 
manufacturer acquired the dominant position. 

Commission Merchant. The commission merchant or 
commission house is very important in some trades, especially 
farm products. The commission merchant handles the entire 
output for one or more producers, sells it where he can, an 
receives a commission on his sales. Very often e se s e 


goods under his own brands. ^ 

Manufacturer’s Agent. The manufacturer s agent sells 

goods under the manufacturer’s name, is usually restricted m 

territory, and receives a commission for his sales. 

Broker The broker is found in several types of indus- 

tHes-Xe the volume of sales is extremely >-ge, where 

sales are seasonal, and where the producers are s™*” 
mnrket scattered The broker is an intermediary who may 
™ SnS" or .dl.r -nd nr.rr J-- 
Of the goods. He places orders where he >y.ll get the 
price and receives a commission for his services. , 
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Co-operative Marketing. In agriculture, particularly, 
producers have joined together to sell their goods co-operatively 
(e.g., creameries, grain elevator associations, etc.). 

Retailers! 

Single-store Independent. The local retail store keeps 
goods in stock, extends credit, and often delivers goods to 
customers’ homes. Formerly the independents sold virtually 
all the consumption goods. They had in 1939 about 60 per 
cent of the total sales; retail chains about 22 per cent; depart¬ 
ment stores 10 per cent; mail order houses about 1 per cent; 
and other types about 11 per cent. 

Department Store. The large department store assumes 
more marketing functions. It may be its own wholesaler, buy 
directly from manufacturers, assemble, rearrange, have its own 
brands, train salespeople, and carry on otlier functions. 

Chain Store. The chain stores* major expansion took 
place following World War I. Since their sales are mostly 
confined to standardized goods, great economies in purchasing 
and management can be effected. Capital and ability are united. 
Skillful purchasing executives know the market and bargain 
with the manufacturer. Delivery service and credit extension 
are often dispensed with. This, too, helps make lower priced 
goods possible. 

Mail Order Houses. Mail order houses flourished when 
transportation facilities were meager. Rural customers had 
more and better choices for less money from a catalogue than 
from the local general store. With the advent of good roads 
and the automobile, however, mail order houses lost business. 
To offset this, some of them (e.g., Sears, Roebuck and Mont¬ 
gomery Ward) have opened retail stores in the larger cities, 

^ Co-operatives. Consumer co-operatives have played an 
important role in retail trade in Europe and are expanding in 
retail marketing in the United States. 

^ Other Types. Other types of retail markets include such 
units as factory outlet stores, huckstering, public markets, and 
roadside stands. 

MARKETING FUNCTIONS 

Assembling. Assembling or buying a quantity of goods 
from a variety of sources is a task for a specialist. In order 
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to make a profit he must estimate demand and foresee events 
that may affect supply. Climatic changes, labor troubles, and 
otlier disturbances may change the usual supply of a com¬ 
modity. The task of assembling is easy when only a few large 
firms produce a commodity (e.g., steel), but difficult when 
many scattered individuals produce small but necessary amounts 
(tea). The advantages derived from specialization in as- 
semblins: are substantial. Estimates of market conditions are 
more accurate. Manufacturers may buy more efficiently from 
a collected supply. Large volume handling permits lower freight 
costs. 


Storage. Storing goods while they are being gradually used 
up creates time xttility and aids in the stabilization of prices. 
Production may take place for only a short time during the 
year, but the consumption of many products is continuous. Or 
demand may be seasonal while production is continuous. To 
ship a large quantity of goods and store it may be cheaper 
than to ship small lots as they are demanded.^ In order to have 
goods on hand when they are wanted (at fairly stable prices) 
someone must undertake the function of storage. 


Standardization. Standardization or rearrangement is still 
another important division of marketing. Goods must be 
cleaned and sorted; rearranged into uniform kinds, qualities, 
and sizes; packed and labelled before they are ready for the 
market. The Bureau of Standards, the Federal Trade Commis¬ 
sion other governmental agencies, and professional organiza¬ 
tions (American Standards Association, etc.) have set up many 
standards for various products that arc generally accepted 
Such organization enables goods to be sold by description o 
sample and eliminates the cost of personal inspection. 

Selling. Selling, or the creation of denianrf, has become in¬ 
creasingly difficult, expensive, and important since 
production began. Selling activity takes many forms (e^g., 
^rsonal solicitation, letters anil circulars, fr e 
iTbitions, and advertising). Customers 

them is aroused. Advertising is the mo.st >J"P^ 
sdTffig. Total expenditures for all types of advertising in 1944 
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were estimated at $2,270,000,000. The object of advertising is 
to take an article out of competition by having a customer ac¬ 
cept it as unique. A quasi monopoly is formed by the use of 
brands and trade-marks. Manufacturers advertise not only to 
push new products but also to prevent consumption changes and 
to modify the market to fit their production program. The eco¬ 
nomic effects of advertising are referred to later, especially in 
Chapter Eight. 

Financing. Financing is a marketing function which is 
necessary because rearrangement, storage, shipping, and trans- 
fering of ownership take time. Money is tied up in stocks of 
goods until they are sold. Credit extension by commercial 
banks, discount houses, note brokers, or the middleman himself 
facilitates the flow of goods to the consumer. Throughout the 
marketing process a system of deferred payments is found. 

Assumption of Risk. Assumption of risk in production is 
the special function of the entrepreneur. Of course, the laborer 
assumes risks of unemployment, death, or injury; the capitalist 
and land owner are not absolutely certain of their return; but 
the entrepreneur contracts to pay for labor, capital, and the use 
of land in the production of goods which yield an uncertain 
future return. Because of the uncertainty of future markets, 
Ae unpredictability of natural forces and human behavior, risk 
is universal. The entrepreneur must produce goods in anticipa¬ 
tion of future wants. Fire, theft, deterioration, or price changes 
may decrease or destroy the value of his goods. Profits are in 
part a return covering these risks but entrepreneurs also en¬ 
deavor to reduce risk as much as possible and to shift part of 
the burden to others. 

Reduction of Risks. Reducing risks (1) by preventive 
measures (e.g.. fireproof buildings, dykes, preventive medicine, 
etc.); (2) by increased knowledge (e.g., weather, statistical, 
and commercial bureaus) ; and (3) by consolidation (e.g., sell¬ 
ing or insuring over a large area) is one method to prevent 
loss and injury. 

Shifting Risks. Professionals who are specialists in risk- 
bearing enable the entrepreneur to avoid some of the risks in 




74 


Principles of Economics 


Hedging. Speculators estimate the movement of prices and 
on the basis of their estimates buy or sell in the hope of making 


a profit. In the great commodity exchanges (e.g., wheat, cot¬ 
ton. wool) commodities may be bought outright for cash (cash 
or spot sales), but the larger portion of sales are based on 
contracts for future delivery (speculative sales or futures). 
The speculator who thinks the price is going to rise (bull) 
"‘buys long” (i.e., goods are to be delivered to him at a future 
date) to sell again at a higher price. The speculator who thinks 
the price is going to fall (bear) “sells short” (goods are to 
be delivered by him at a future date) to buy later when the 
price is low. When the time comes to settle these contracts 
goods may be actually delivered, but usually the money dif¬ 
ference between the contracted price and the prevailing price 
at the time of delivery is the only transaction made. 

Such speculative markets enable traders to take a position 
on both sides of the market as a way of avoiding risk. Two 
contracts are made which neutralize each other. A miller who 


wishes to protect his milling profit from price changes may 
contract to deliver in the future (sell short) the same amount 
of wheat which he must buy at once to manufacture into flour. 
If the wheat price rises, he loses on his futures contract but 
gains on his past one; if the wheat price falls, he gains on his 
futures contract but loses on his past contract. In both cases 
lie makes no profit on his speculative activity, but his trade 
profit from milling is protected, which is the function of hedg¬ 
ing A successful hedge depends upon a change m spot prices 
equal to a change in futures prices. That the futures price may 
be above or below the spot price on a given day has no effect 
on hedging, provided the spread between the two prices remains 
the same over a period of time. The futures pr.ee however, 
which is usually quoted, is the spot price plus the costs of hold¬ 
ing and storage. As a rule the spot price and uturcs price rfu 
move up or down together, but any change m the cost of hold- 
ing and storage would change the spread between the P™ 

and the miller would profit or lose on the hedge (>•«•’^^nln- 
in the spread would give the miller a speculative profit, an m 

crease in the spread would give h.m a 

There is a tendency in such speculat.ve f 

price. Buying when prices are low decreases available stocks 
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on hand and tends to raise future price; selling when prices 
are high increases available stocks and tends to lower future- 
price. And there is a tendency to stabilize consumption; goods 
are taken off the market when they are cheap and put back 
when they are expensive. These benefits, however, are derived 
only when speculative activity is based on accurate informa¬ 
tion. If speculators’ estimates are incorrect, price fluctua¬ 
tions are even more severe than would otherwise be the case. 

Insnrance, A method of pooling risks is found in insur¬ 
ance. Loss for an individual is a possibility ; for a group of 
individuals, it is a certainty. The individual substitutes small, 
certain losses (premiums.) for a probable loss uncertain in time 
and amount. In the event of a future loss be has a certain in¬ 
demnification (benefits). An insurance company can calculate 
from past experiences the probabilities of such losses and can 
adjust the premiums to cover the total sum of them. Insurance 
is based on the law of large numbers. It is applied to a great 
variety of risks affecting persons and property. When only a 
few risks are combined, average losses cannot be calculated, 
and any insurance for them would be mere gambling. 

Insurance probably originated in the 13th century and has 
existed in America since pre-Rcvolutionary days. A mutual 
type of insurance is provided when a group of people in a town, 
county, state, or country incorporate for the purpose of pooling 
individual risks. If the premiums each year exceed the amount 
of loss, they are lowered or a dividend is declared. When in¬ 
surance is organized as a stock company, it is run as any private 
business to make profits for its stockholders. The various 
states have many laws regulating insurance companies; they 
may stipulate the minimum amount of capital stock, the kinds 
of investments, risks, and other conditions. 

Transportation. In the United States transportation has 
devebped into the largest and most important function of 
marketing. Transportation, or the physical movement of goods 
rom those who initially produce or manufacture them to those 
Wo use them, creates place utility. Specialization, division of 
abor, large-scale production, and the extent of the market 
on transportation. Before trade became extensive, 
1 dlemen undertook their own transportation. But the move- 
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meiit of goods became so important that they turned over this 
function of marketing to specialized agents more capable of 
handling the problem. 

Before 1850. Transportation in the United States before 
1850 was difficult and costly. The Appalachian Mountains cut 
off the eastern seaboard from the fertile Middle West. Navi¬ 
gable rivers were few, and roads were local luxuries. After 
the Revolutionary War the new government realized the need 
for a means of communication and transport to unite the 
country. Road building (the Cumberland Road was most im¬ 
portant) by private companies and by state governments flour¬ 
ished. and a network of highways developed. Transportation, 
however, remained costly, and the roads were often impassable. 
Following Fulton’s practical demonstration of the steamboat in 
1807. trade immediately increased. The steamboat was first 
used on the Ohio River in 1811. 


Although transportation costs decreased on the important 
navigable rivers, rates for transportation between waterways 
were still extremely high. To solve the problem, private in¬ 
dividuals and local and state governments plunged into an era 
of canal building (about 1812-1850). The Eric Canal (1825) 
was a great success and paid for itself in ten years. Freight 
rates from New Vork to BufiFalo fell from $100 per ton to $la, 


shipping time fell from twenty days to eight. 

Transportation was still far from perfect since most of 
the rivers ran north and south, the canals froze in winter, and 
transportation by road was costly. The need for east "'est 
transportation was solved by the railroads.^ Between 1830 and 
1830 steam railroads passed through a period of experimenta¬ 
tion in construction and operation. There was no common 
width of track, roads were local, rails wooden, and freight 
traffic small. An adequate means of transportation however, 
was inevitable. The South was raising cotton; the Middle 
West grain; Kentucky and Tennessee, tobacco; and the East 
was manufacturing. Such geographical specinlizat.on brought 
about by the development of the waterways was recognized to 
he mutually advantageous and was a constant pressure for im- 


^™A^tT7 i850. Transporlahon improved greatly because of 
the rapid development of the railroads (increased mileage. 
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iron rails, and heavy cars and engines). The eastern and mid- 
western cities were linked by the New York Central, Krie, and 
Pennsylvania railroads. Railroad building was interrupted by 
the Civil War. During the years 1870-1880 the mileage in¬ 
creased two and a half times as fast as the population. Both 
private and public capital were used freely. By means of land 
grants, subsidies, and direct aid, the local, state, and federal 
governments expanded the railroads. It is estimated that gov¬ 
ernment investment in stocks and bonds of railroad companies 
amounted to about $700,000,000. 

Progress in construction and operation continued in the 
seventies—consolidation and through trunk lines to the Pacific, 
steel rails, and uniform gauge brought about long distance 
hauling and many economies. The railroads definitely became 
the carriers for the grain trade. The canals were doomed. This 
period is also noted for its flagrant manipulation of railroad 
securities; favoritism; scorn of public interests; and destructive 
competition which later led to government regulation. 

From 1880 to 1930 railroads developed in the West and 
Southwest, and transcontinental lines were built. By 1910 ex¬ 
pansion was dwindling and by World War I had almost ceased. 
With more than 250,000 miles of track in 1920 rail connections 
were adequate. 

Other means of transportation are found on rivers, lakes, 
highways, and ocean and in the air. Because of extensive gov¬ 
ernment improvements (dredging, flood control, locks, etc.), 
traffic on rivers and lakes has been revived during the last ten 
years. 

The development of the automobile industry has brought 
with it a tremendous expansion in road building. Commercial 
tracking has given the railroads significant competition, espe¬ 
cially in short hauls. Coashvise shipping which is satisfactory 
for bulky goods and slow shipments is less important. Pipe 
lines have become important transportation agencies for pe¬ 
troleum and gas. Air transportation, a late-comer. promises 
to be a major iypt of transportation for perishables and other 
goods on which a premium for fast transportation can be 
paid. Finally, the United States Merchant Marine, stimulated 
by World War 11, has made the United States at least tem¬ 
porarily a leader in world shipping. 
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MARKETING TRENDS 

The pressure to sell goods has been intensified by large- 
scale metliods of production, by technological changes, by 
changes in tlic habits of consumers, and by keen competition 
of rival firms. The area of the market for goods has been in¬ 
creased by modern transportation and by world-wide adver¬ 
tising. Instalbncnt selling has appeared because of the necessity 
for marketing huge supplies of goods, especially durable con¬ 
sumption goods. It enables consumers to pay for goods as they 
are being used. Installment selling, however, may artificially 
stimulate demand. The future income of consumers is overesti¬ 
mated and more of certain commodities is produced than can be 
sold. Co-operation in marketing is now found among farmers, 
among single-store independents, and between manufacturers 
and middlemen. Consumer co-operatives are continuing to 
grow. Because of the effective retail selling of chain stores, 
super markets, and other independent stores, consumer co¬ 
operatives probably will not obtain a large share of the market. 
The uncertainty of their future tax status is also important. 

Large manufacturers who have built up a quasi-monopoly 
product and good will tend to dominate many markets. Whole¬ 
salers. retailers, and consumers have less independence in buy¬ 
ing when goods are standardized in appearance, quality, and 
price by the manufacturer. Large department and chain stores 
however, with sufficient capital to hire a purchasing agent and 
buy in huge quantities can deal more effectively with the manu¬ 
facturer. Wholesalers’ activities are changing in order to offset 
the manufacturers’ dominance. Some have started to manu¬ 
facture and handle their own products. Some 

selves to small trading areas around their , 9* , 

are co-operating with the independent retailer (espenall> m the 
errocery linel, and still others are becoming specialists 

An5i:;;t role of government in 
increased during the last half century and is hk to become 
even -reater Its responsibilities extend from antitrust leg sla 
io “r gition of trade practices, and ‘''e establishment o 
staiKlarcis to the support of certain prices, the control of 
ports aiTd imports and domestic and foreign credit. 
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Chapter Seven 


CONSUMPTION 


NATURE OF CONSUMPTION 


Consumption is the process of using up and enjoying 
economic goods and services in the direct satisfaction of human 
wants. The process of using up goods and services indirectly 
—that is. in production—is sometimes referred to as produc¬ 
tive consumption. Final consumption, or the direct satisfac¬ 
tion of human wants, is tlie problem to be analyzed here. 

The measure of consumption is exceedingly difficult and 
only partially obtainable. For example, a measure of the satis¬ 
faction derived by individuals from the consumption of goods 
and services would greatly help in the promotion of general 
welfare, but such a measure is impossible to obtain. Con¬ 
sumption is determined by the tastes of the consumers and 
their incomes. A study of consumption involves the analysis 
of real wages, the personal distribution of income, consumer 
spending patterns and savings, the marketing and financial 
agencies which serve the consumer, and consumer education 

and protection. 


Real Wages. Real incomes or real wages are the terms used 
to indicate the purchasing power of money income or money 
wages. They roughly measure consumption. For i^stmice. 
money wages might double over a period of ten years but he 
prices of goods and services consumed might also double whic 
woukl leave real wages and consumption unchanged. Real 
wages are calculated by dividing the index number of 
waies by the index numbers of the consumers price mdex (see 

Chapter Eleven for a discussion of index ^ 

numbers, however, must be used with caution since they usual y 

do not cover family incomes, do not measure the e e 
employment, and may not reflect changes in consumption, qual- 

8o 
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ity of goods, nor the size of the community in which the in¬ 
come receiver spends his money. 

The term, standard of living, should likewise be used with 
caution. Frequently the term is used to designate a tolerable 
scale of consumption for a given group (minimum standard 
for health and decency). Sometimes it is used to designate 
an actual scale of consumption for a given group (plane of 
living). Many economists use the term to denote an ideal or 
desired scale of living which is above the actual scale of con¬ 
sumption in a given group. 


Income and Expenditures. The personal distribution of 
income (Chapter Thirteen) affects the spending patterns. Cer¬ 
tain items of consumption vary with the size of income as is 
indicated by studies of household budgets. At higher incomes 
a much smaller proportion is spent for food and a larger pro¬ 
portion on clothing, automobiles, and education. About the 
same proportion is spent on housing, household equipment, per¬ 
sonal and medical care, reading, and other items, regardless of 
the size of the income. It is also very significant that the rate 
of savings increases the higher the income. 

The relation of income to expenditures may also be studied 
in the aggregate by comparing the size of the gross national 
product (the dollar value of all goods and services produced 
in a given year) with the total consumers’ purchases. Before 
the war consumers purchased well over two-thirds of the gross 
national product. During the war the government’s share rose 
enormously and will likely remain much higher than its prewar 
proportion. It must not be forgotten that government ex¬ 
penditures, for the most part, represent collective consumer 
expenditures (education, protection, etc.). 


Trends in Consumption. Over a period of time, there are 
certain trends in consumption. From 1909—1941, nearly a third 
of a century, total consumption expenditures increased by more 
than 7S per cent (measured in dollars of constant purchasing 
power). Food, liquor, and tobacco expenditures represented 
about one-third; expenditures for clothing and personal care 
remained stable at about 15 per cent; the proportion for hous¬ 
ing (Jwlined from about one-fourth to one-sixth; outlays for 
consider transportation, recreation, medical care, insurance. 
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etc., showed marked gains; a smaller proportion was expended 
for religious and welfare purposes. 

Trend changes are also apparent in the American diet. In¬ 
creases have occurred in the consumption of fruits, vegetables, 
sugar, and dairy products and decreases in foods furnishing 
lieat and energy for active work (cereals, meats, potatoes). 
There has been a decrease in the use of coarser and lower 
priced clothing materials (cottons and woolens) and an increase 
in the finer, light, and more expensive materials (rayons, silks, 
etc.). A remarkable increase has taken place in the use of 
automobiles, radios, and electrical appliances. 


RELATION OF CONSUMPTION TO PRODUCTION 

Consumption in a competitive system based upon free 
private enterprise is a guide to production and a reward for 
efficient production. Through the medium of money, consum¬ 
ers make their wants known to producers in the form of prices 
which they are willing to pay for goods and services. Consum¬ 
ers cast dollar votes which determine what firms shall produce 
and how the factors of production shall be allocated. Those 
producers which effectively satisfy the wants of consumers are 
encouraged by large monetary returns which enable them in 
turn to buy the goods and services which they require. Several 
important qualifications, however, need to be attached to the 
above statements with regard to the position of the consumer in 

our present economic system. 


Producers’ Influence on Consumption. Producers influ¬ 
ence the choice of consumers in several ways. First, producers 
take the initiative in changing the technique of production 
which increases the variety and volume of consumption goods, 
changes the quality of consumption goods (less article more 

standardized, perhaps more serviceable), and ^ ' 

tional leisure and recreation. Second, producers use skillfu 
marketing methods which influence the consumers choice of 
brands (fne make of cigarette rather than another) and some¬ 
times even products (cigarettes rather than candies), which 
accelerate changes in consumption and sometimes even initiate 
Aem xle nef effect of producers’ influence upon the choic 
ofTonsumers cannot be accurately determined, but a review of 
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the possible gains and losses indicates that producers’ influence 
is not entirely beneficial. 

Sales Promotion and Mass Production. High pressure 
selling and elaborate advertising are frequently defended as 
beneficial because they promote mass production in a few large 
efficient plants. In part the defense is sound, but many in¬ 
efficient plants have skillful sales methods. Modern selling 
technique, moreover, may be more a result of mass production 
than a cause of it. Some selling devices actually discourage 
mass production because they encourage style chatiges. permit 
a small sales volume at high prices rather than a large sales 
volume at low prices, and create the impression that many 
brands of a given product are unique. Furthermore, if selling 
methods do encourage mass production, prices are not neces¬ 
sarily lower because selling costs may offset production econ¬ 
omies. 

Sales Promotion and Education. Persuasive sales 
methods are of some educational value. New products are in¬ 
troduced. The multitude of competing opportunities to spend 
which are offered consumers tend to make some buyers more 
careful in their purchases—a few perhaps become totally in¬ 
different to the pleas of sellers. Advertising wars between in¬ 
dustries competing for the consumers’ dollar may produce a 
few facts about each. On the other hand, the so-called educa¬ 
tional work may be designed merely to stimulate conspicuous 
consumption, such as a correct hat for every occasion, or a 
style change for each hour of the day. Consumers are goaded 
to maintain superficial appearances at the expense of more 
fundamental needs. Success, or one’s position in society, tends 
to be measured in terms of wasteful expenditures. 

Sales Promotion and Quality of Product. Lavish 
sales promotion on a national scale may force improvement in 
tile quality of a product. If repeat sales are needed and the 
consumer has some check on the quality of the article, the ex¬ 
pense of a national appeal and the difficulty of pleasing a 

producers to offer high 
newness rather than 

te w W t Although consumers 

n«s h advertised newness or unique¬ 

ness, they are not necessarily satisfied with the purchase after 
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serious reflection. For this reason many commodities are re¬ 
turned to sellers. 


Ignorance of Consumers. Consumers are frequently very 
ignorant bu\crs. They are uninformed about countless items 
which they buy; they are unable to hire specialized purchasing 
agents; hence, they usually buy on the basis of guess and emo¬ 
tion. Some consumers, of course, may prefer to spend money 
carelessly rather than undergo the inconvenience of studying 
their purchases. Two important consequences result from the 

ignorance of consumers. 

Waste of Buying Power. Consumers frequently pur¬ 
chase inferior or harmful goods at high prices. Differences in 


the qualities of goods are a deep mystery for most consumers. 
Retailers buy from wholesalers according to grades, but con¬ 
sumers buy with little knowledge of grade distinctions. If con¬ 
sumers do recognize differences in the quality of certain 
products, they face the almost impossible task of determining 
whether or not a given item is sufficiently superior to anot wr 
article to justify a higher price. The relation of price to quality 
is further complicated since the same artic e is some¬ 
times sold at different prices by different retailers, or mer- 

chants offer at so-callcd bargain sales 
price or even at a higher price. Many harm ul o'- 
health restorers are foisted upon a gullible public. Price, then, 
is not always a reliable index of quality, and hence, consumers 
pan of their income in the purchase of harmful or m- 

SuBStutZEO. Since the — 

often fails to distinguish 

chases, were more discriminating buy- 

isssssss 

Protection for 
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used in many business transactions are regulated and super¬ 
vised. Federal, state, and local laws seek to protect the con¬ 
sumer against unhealtliy conditions in bakeries and dairies and 
in vegetable-handling and against harmful drugs and dan¬ 
gerous cosmetics. Amendments in 1938 to the Pure Food 
and Drug Act of 1906 extended federal protection to buyers 
of cosmetics and therapeutic devices and made misleading ad¬ 
vertising in the sale of these products an unfair trade practice. 
Government agencies also regulate some prices. The Interstate 
Commerce Commission has the power to regulate railroad 
rates; the Federal Power Commission, power rates; and the 
Federal Communications Commission, communications rates. 
These regulations afford the consumer some protection against 
monopoly prices. The Securities and Exchange Commission 
tries to protect the investor. The Federal Trade Commission 
makes an effort to protect the consumer against dishonest trade 
practices. The United States Bureau of Standards publishes 
lists of manufacturers who are willing to certify that their 
products comply with government specifications, but it can¬ 
not enforce compliance. The protection given by these various 
agencies is not complete or even adequate. For the most part, 
they are directed at extreme cases. 


Business Agencies. Business organizations, supported by 
private business firms, seek to establish standards and discipline 
themselves. Better Business Bureaus and trade associations 
attempt to supervise selling methods. The United States Bureau 
of Standards co-operates with business in establishing stand¬ 
ards. The American Standards Association serves as a clear¬ 
ing house for industrial, technical, and government groups in 
developing and co-ordinating standards and specifications. In¬ 
dividual firms standardize or brand merchandise in order to 
establish the character and quality of their goods, although a 
brand is no guarantee of quality. . 

Information for Consumers. Consumers provide some 
protection for themselves by relating to others their experiences 
m buying and using certain commodities, by establishing their 
own co-operative stores, and by supporting their own research 
organizations (c.g Consumers' Union). A number of courses 
m consumer problems are offered at many educational levels 
Individually, consumers may improve their spending through 
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the use of household budgets and careful examinations of 
various methods of payment (e.g., credit versus cash). 

Consumers’ Co-operatives. The co-operative movement 
in the United States has lagged behind that of England. Co¬ 
operative credit in the form of building and loan associations 
and co-operative marketing in agriculture are quite common, 
but consumers’ co-operatives and producers' co-operatives are 
of relatively minor importance. The retarded development in 
the United States may be attributed to the individualistic na¬ 
ture of the population, to rapid expansion, to the size of the 
country, and to the greater efficiency of the marketing system 
(e.g., chain stores, etc.). British co-operatives, in 1935, had 
about one-sixth of the total retail trade and had approximately 
seven and a half million members. In the United States, in 
1939, 3698 farmers’ and consumers’ co-operatives had only 
0.5 per cent of total retail sales. Recently there has been a 
new stimulation to the growth of co-operatives. Government 
support in the form of tax advantages and other aids, en¬ 
couragement by the Departments of Agriculture and Labor and 
many church authorities, and their own increased efficiency are 
some of the reasons for the new spurt. On the other hand, 
there has been marked opposition from other business enter- 


^ Most co-operatives are based on the famous Rochdale Plan, 
formed in 1844 by twenty-eight weavers. Under the Rochdale 
system, a co-op is organized as a stock company. Each share 
of stock has a very small par value and each shareholder has 
one vote (to determine policy and elect officers) irrespective o 
the number of his shares of stock. A moderate, fixed rate of 
interest is paid on stock and for loans to the co-operative 
Goods are sold at market prices for cash to both members and 

nonmembers. The surplus that is accumulated is 
members on the basis of their purchases and not on he amount 
of their investment in the organization, or the surplus may b^ 
used for the social betterment of the group. Some «^he co 
operatives engage in manufacturing, own land, and build houses 
for ^ITmembers. The success of the Rochdale Plan is due o 
its conservative policy, the economy cfTccted through quant y 
purchases, and the avoidance of price competition. It is a busi 

ness venture co-operatively owned. 
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Consumption—A Reward for Production. In their role 
as consumers, certain producers—namely, those who receive 
large money incomes—may influence adversely the consump¬ 
tion of others. They may demand an excessive amount of 
superluxuries or harmful goods and services as a reward for 
their efforts as producers. They set fashions in spending which 
others try to ape. When imitation becomes widespread, new 
freaks are developed in order to remain exclusive. Their con¬ 
sumption, then, tends to lessen the possibilities of large-scale 
production of necessities and comforts for the mass of con¬ 
sumers. In a system of free private enterprise attempts are 
made to justify such consumption on the grounds that it is dif¬ 
ficult to determine what goods and services are undesirable for 
individuals, that the amount of such consumption is relatively 
small, and that such consumption is the best way to stimulate 
producers to maximum effort. 


BALANCED CONSUMPTION AND PRODUCTION 

^ ^ ^ ^ emerge from the above discussion of the 

relationship of consumption and production. The more im¬ 
portant ones are listed below, but will be discussed in subse¬ 
quent chapters. 


Maladjustment of Prices. In a capitalistic system based 
on private property and free enterprise, the maintenance of a 
balance between consumption and production is extremely diffi¬ 
cult. Changes iq consumers' demand are not easily anticipated, 
bince production requires time, mistakes cannot quickly be cor¬ 
rected. The efforts of producers to overcome these difficulties 
ave created a more serious problem—the development of in¬ 
flexible prices. By the use of informal price agreements, com¬ 
binations, advertising, selling devices, etc., many producers 
ave been able to avoid keen competition on a price and quality 

were reduced, the consumer received very little 
benefit in the form of lower prices. 

rsr is r 

tition increases profits and tends to accentuate the unequaMi" 
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tribution of wealth and income. In the United States the bulk 
of savings available for investment is supplied by a small group 
of large income receivers. Opportunities to invest savings in 
production are lessened because the mass of consumers cannot 
buy the increased output at prevailing prices. Loan funds are 
partly diverted to speculative purposes, rather than to increas¬ 
ing production, employment, and wages, and to lowering prices. 
Under these conditions there is a chronic tendency for produc¬ 
tion capacity to exceed the capacity to consume. Idle men and 
machines and poverty in the midst of plenty are persistent ills 

of private capitalism. 


Distribution—A Weakness of Private Capitalism. In¬ 
equality in the distribution of wealth and income, especially 
the latter, is a necessary incentive for production in a systern o 
private capitalism. The existing inequalities in the United 
States, however, are difficult to justify. Saving, investinem. 
and production depend in part on the le^-el of incomes of the 
mass of consumers. Heavy taxes on the mherUance of «eal h 
atid moderately progressive taxes on personal incomes lessen 
the tax burden on the bulk of consumers and increase their 

ability to buy. Government intervention to enforce compctit 

^ m regulate inflexible prices aids material^, part.cuHidy f 

under tliese conditions the government 

industry at very low rates of interest. Low - 

lonL'-ter^m investments stimulate production, increase employ- 

ing ability and to improve tastes and to 

imliortant aid. In extreme cases o P-'- V 

Ohiain work, some payments on of needs mt^^ 

ability to produce are essen lal ™;,;,;'’ho«.ever, of 

insurance and social services). fimilies should not be 

lessening the birth rate m -Po-nsbed f-J- 

overlooked in a Ptnj™" . ^ remedial measures, such as 

than ability to produce. -jp^intelv applied, freedom of 
those mentioned above, are . ^ some form 

choice as it now exists is likely to be altered 

of state control. 
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Chapter Eight 


INDIVIDUAL PRICES: DEMAND 

AND SUPPLY 


THE NATURE OF VALUE, PRICE, AND MARKETS 

Since prices are the connecting links for all kinds of eco¬ 
nomic activity in a system of free private enterprise, an 
analysis of the price-making process is basic for most economic 
problems. At the outset the student is advised to watch care¬ 
fully the distinctions and assumptions applied to various price 
situations and the consequent limitations of the price analysis. 
The first step in price analysis (or value theory) is to narrow 
and define the problem. In the present chapter the examination 
of the price-making process is confined mainly to individual 
prices for consumption goods. General changes in all prices 
which are connected with the changing value of money and the 
prices of the factors of production (cost to the firm) will b 


The relation between price and the various types of value 
is important. With regard to individual prices for consump¬ 
tion <^Lods, the problem will be to explain how these prices are 
determTned under various conditions. Individuals may estimate 
nu te differently the worth to them (subjective value or utility) 
^^ certl comLdities, but value in an economK sense is pr - 
marily connected with the outcome of these individual valua 

do:: in the process of exchanging s 

tive exchange value, market value, or pr, e^ of 

exoressed in the form of an e.xchange ratio. One pouna 

ri n,., b. w«,b ™ “ 

may be Vhis value relatiomhip exists 

Srb;«Hs sdlS (or 60 eeuts anO l.sd tes 30 eent. per 
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pound, but it is stated in terms of a money price. Value is the 
quality possessed by any commodity which enables individuals 
to exchange it directly or indirectly (i.e., for money) for other 
commodities. Value, in an economic sense, and price express 
ratios of exchange. The first is a broader term which includes 
exchange ratios between any commodities; the second is a nar¬ 
rower term which includes only* exchange ratios between one 
unit of a given commodity and money. There is nothing ab¬ 
solute or intrinsically fixed about value and price—they are 
relative. They depend on conditions of demand and supply. 
Since commodities today are usually exchanged in terms of 
money, an explanation of value resolves into an explanation of 
price. 


From the standpoint of price analysis, markets are some¬ 
times classified according to the number of buyers and sellers 
and to the nature of the commodity (all units the same or only 
similar). This classification attempts to indicate different de¬ 
grees of competition. The prices, quality, and quantities of 
goods produced depend largely upon the type of market. In a 
free enterprise system the goal is pure and perfect competition 
because the relative quantities of different goods purchased by 
consumers are supplied usually at a minimum cost price under 
these conditions. In such markets the number of buyers and 
sellers is so large that no one of them can influence appreciably 
the price; the commodity consists of identical units; buyers and 
sellers are completely aware of market conditions; and firms 
may move freely in and out of the industry. This ideal type 
of market is never achieved, except perhaps in an approximate 

way by some of the organized markets for the buying and sell¬ 
ing of graded raw materials. 


For the most part, a free enterprise system which encour¬ 
ages inventions and innovations is one of imperfect, or monopo- 
istic, competition This type of market is typical of the refail 
rade in practically all kinds of consumers* goods. Although 
there is usually a large number of buyers and sellers for each 
T^Tff commodity consists of differentiated units 

in ^^^^’■t'sing of brands; to variations 

m quality, design, or color; to conditions of sale; and to lep-al 

ized protection of innovations in the form of natpntc + ^ 

marks, and copyrights. Each seiier 
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of his product, and competition may center mainly on nonprice 
aspects of a sale. 

Pure monopoly, or one seller of a commodity for which 
there is no substitute, is a rare type of market. Some of the in¬ 
dustries classified by law as public utilities approximate this 
situation, and their prices are regulated by the government. 
Such monopolies avoid duplication of facilities and achieve low 
costs of large-scale production which would not be possible 
under competition. Two sellers of a commodity (duopoly) and 
especially fewness of sellers (oligopoly) are more common 
types of markets, particularly in manufacturing industries. 
(Monopsony is one buyer; oligopsony, fewness of buyers.) 

In such situations the price and sale policy of one firm de¬ 
pends upon the anticipated reaction of its rivals. The market is 
unstable because of the possibility of intermittent price wars, 
elimination of rivals, collusion, and combinations. Instead of 
regulation of prices, the government may attempt to enforce 
competition by prosecutions based on antitrust laws. 


COMPETITIVE PRICES 

Competitive prices for consumption goods are explained 
mainly in terms of demand and supply for two different time 
periods—first, short-run market prices, and second, long-run 
normal prices. The important distinction between 
and normal price is that the first applies to a period so brief that 
producers can only vary supply from existing production fa¬ 
cilities, whereas the second applies to a period long enougi 
enable producers to adjust their capac.ty to the 
general, then, demand (utility) .s a more active actor than 

supply (cost of production) in determining ^ 

normal price is largely determined by cost of 
influencing supply. Of course, both demand and ^ 

indispensable to price making, but their 

rvtav bp different An explanation of these variations as ^vt^l 

as ihe conditions which make up demand and ^^nPP'y^^ 
sary for a complete explanation of competitive pnc. In g n 

erak a competitive market price may be simp .v a 

equal to the amount supplied. 
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Analysis of Demand. For example, suppose a fixed quan¬ 
tity of perishable vegetables (say 100 lbs.) is offered for sale, 
and buyers are willing to purchase on the following basis: 


Price per Ib. Quantity demanded 

14 2/7 cents . 140 lbs. 

16 2/3 “ 120 ** 

20 “ . 100 " 

25 “ 80 “ 

33 1/3 . 60 “ 


If the sellers wish to dispose immediately of the entire quantity 
of 100 lbs., the price settles to 20 cents and the market is 
cleared. The sellers take what they can get. Since demand is 
the dominant factor in this case, an analysis of the complex ele¬ 
ments which make up demand follows. 

Effective Demand. Demand means effective demand in 
a schedule sense (as above)—that is, buyers not only desire 
certain quantities at a series of assumed prices, but also have 
the ability to pay for them. Demand schedules may be indi¬ 
vidual (show prices and quantities demanded by one buyer) or 
collective (show prices and quantities demanded by several 
buyers as above). Demand prices are prices at which buyers 
are willing to purchase given quantities. 

Demand and Price. Buyers are usually willing to pur¬ 
chase more of a given commodity at low prices than at high 
prices that is, the quantity of a commodity which buyers will 
purchase tends to vary inversely with the price. A demand 
schedule (e.g., the one above) graphically presented shows a de¬ 
mand curve sloping downward to the right which indicates the 

wi Imgness of buyers to purchase larger quantities at low prices 
than at high prices. 

Demand and Diminishing Utility. Demand schedules 
and demand curves assume the above form, first, because in- 
dividual incomes are limited, and second, because increased 

SilnJ^ « given time yield dimin- 

rconsumer. Human wants in general are 

( j Tfl ll l^^t f * 1^1^^ at a given time 

(excludes habit-formmg over a period of time). The desir- 

units^arl ^ ‘^"^s to diminish as additional 

units are acquired (law of diminishing utility) Marginal 

Utility IS the utility of the last unit add!d to l^indTvXT] 
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stock. The larger one’s stock of a commodity, the lower will 
be the marginal utility—that is, any one unit (all are the same) 
is less desirable. Many commodities essential to human exist¬ 
ence (e.g., bread) have a low value simply because they are 
not scarce relative to demand—that is, their marginal utility to 



most consumers is small. Consumers tend to spend their in¬ 
comes for different commodities and services in a way to ob¬ 
tain the greatest satisfaction, i.e., an individual s margina 
utility for each of various purchases tends to be approximately 
equal, and marginal utilities are proportional to prices. In such 
a hypothetical equilibrium position the individual cannot im¬ 
prove his satisfaction by changing any of his expenditures or 
consumers’ items or by changing the division of his incorne 
between spending and saving. Sometimes the same idea is ex¬ 
pressed by saying that the marginal rates of substitution of one 
good for another tend to be proportional to prices. 

Elasticity of Demand. All demand tends to be el^fc 
that is buyers are willing to purchase more at low prices han 
at high prices because of limited incomes and diminishing 
utility^ The demand, however, for certain c°'""’°‘''‘ics (com 
forts'and luxuries) tends to be very elastic, w lereas or o h 

commodities (necessities) it is 

To distinguish different degrees of elasticity of demand, a ct v 

SHS; HESi s 
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differently, buyers spend for a commodity at different prices 
exactly the same total sum; the quantity purchased is varied 
enough to equalize different prices. The demand schedule and 
curve cited above is an example of unitary elasticity. An elastic 
demand is one which is greater than unitary elasticity (total 
outlays by purchasers increase from high to low prices instead 
of remaining constant and decrease from low to high) ; an in¬ 
elastic demand is one which is less than unitary elasticity (total 
outlays decrease from high to low prices instead of remaining 
constant and increase from low to high). Some demand 
schedules or curves may be elastic in one portion and inelastic 
in another. 

Changes in Demand. This means a new demand schedule 
or a shift in the demand curve. For instance, an increase in 
demand means that buyers are willing to purchase more at each 
of a series of prices than formerly (the demand curve is shifted 
to the right). A decrease in demand means just the opposite. 
(Sometimes a change in demand is used in the sense that a mar¬ 
ket price has shifted from one price in the demand schedule to 
another. For example, price falls because of the interaction of 
demand and supply, and more is purchased. Demand, however, 
in a schedule sense may not have increased; buyers may have 
been ready for some time to purchase more at that price and the 
explanation is an increase in supply.) It should be noted, how¬ 
ever, that demand schedules are logical abstractions. An actual 
demand schedule for a given product has never been compiled. 
Consequently, the concept of elasticity of demand which is 
useful in a general way for certain explanations cannot be neatly 
separated from the concept of changes in demand in any 
study of price changes and total sales over a period of time. 

Analysis of Supply. Market price is normally the result of 
more complex conditions than those cited above in which a 
given quantity of goods is dumped on the market by producers 
Producers usually are able to withhold or reserve part of a 
stock of goods for a period of time. The supply of goods which 
they are willing to offer at a series of prices on a specific date 
may be less than the total stock of goods which they have. 
Effective supply, then, usually means supply in a schedule sense 
—namely, a series of quantities of some commodity which 
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sellers at any given time are willing to sell at a series of prices 
(supply prices). For example, suppose dealers in the vegetable 
market mentioned above have more than 100 lbs. and are able to 


hold oft* the market for a day or two part of their stock. They 
are willing to sell on the following basis: 

Quantity doniandecl 
140 lbs 

Price per lb. 

14 n 

Quantity supplied 
. 40 lbs. 

120 “ . 

. 16 2/3 “ . 

. 50 “ 

100 “ . 

. 20 “ . 

. 65 “ 

80 “ 

25 " . 

. 80 “ 

60 “ . 

. 33 1,'3 “ . 

. 110 " 


If the former demand schedule remains the same, market price 
is now 25 cents. At that price demand and supply are in 
equilibrium. Any other price would not satisfy certain buyers 
and sellers. Their competition would cause price to settle to 
25 cents. For instance at 20 cents 65 lbs. are offered by dealers, 
but 100 lbs. are demanded by buyers. The competition of buy¬ 
ers would raise the price to 25 cents. Only one price would 
prevail. If the above demand and supply schedules are graph¬ 
ically presented, the demand and supply curves intersect at that 

price. 



Supply and Pricf.. Sellers are usually willing to sell more 

of a given commodity at high prices than at low 

that is the ejuantity which sellers will offer tends to vary- greedy 

with price (opposite of buyers). The supply to 

ward to the right which indicates the willingness of sellers to 
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offer larger quantities at higher prices. The chief reasons for 
a supply schedule or curve showing the above tendency are: 
(1) sellers always gain more at a high price than at a low price 
for the same quantity; and (2) each seller or firm experiences 
within a range of practical operation rising marginal costs as 
output is increased from existing fixed capacity. For the 
expansion of output from any one firm under competitive con¬ 
ditions, rising marginal costs are due primarily to diminishing 
returns and not to higher prices paid for more units of the 
variable factors (e.g., labor and materials). Present storage 
costs, as well as anticipated future costs of offering a new 
supply, influence the action of sellers. 

Changes in Supply. This usually means change in a 
schedule sense (similar to demand) ; the supply curve moves 
to the right for an increase and to the left for a decrease. Sup¬ 
ply may be elastic or inelastic. 

Market Price Equilibrium. Competitive market price, as 
described above, refers to an equilibrium of demand and supply 
at any given moment. Over a brief market period (say a day or 
two) changes in demand and supply may occur. If demand in¬ 
creases and supply remains the same, or if demand remains the 
same and supply decreases, price will increase. If just the op¬ 
posite changes occur, price will decrease. If both demand and 
supply increase equally, or decrease equally, price will remain 
the same. If demand increases and supply decreases, price will 
increase (if vice versa, price will decrease). If they have 
large stocks, sellers may sometimes cut tlieir supply prices, but 
for a time buyers may buy less rather than more in the expecta¬ 
tion of a further price reduction—that is, a series of decreasing, 
dernands appear. If they have small stocks, sellers may raise 
their supply prices, but for a time buyers may buy more rather 
than less in the expectation of higher future prices. On the 
other hand, changes in demand may within narrow limits tem¬ 
porarily reverse the usual action of sellers by inducing the 
formation of new supply schedules. Market price in any brief 
interval of time which is insufficient for varying output from 
existing capacity may not be related to costs of production. 

Short-run Market Price and Costs. Any increase or 
decrease in demand and price which persists for a period of 
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time sufficient to allow variation of output from existing ca¬ 
pacity is likely to be offset in part by an increase or decrease in 
supply. These adjustments tend to make the marginal costs of 
each seller or firm ecjual to the price which prevails. The sup¬ 
ply schedule or curve in the short run reflects the marginal 
costs of suppliers. Total average unit costs of production, 
however, are not closely related to price in the short-run period. 

Average Variable Costs. Each firm would temporarily 
suspend ])roduction unless the price is slightly higher than the 
variable cost per unit of output. Although a price in excess 
of variable costs may not be high enough to cover total unit 
costs (variable and fixed including normal profit) of a given 
output, the firm loses less by operating than by closing tem¬ 
porarily. Any excess above variable costs is a contribution 
toward fixed costs which exist irrespective of output. 

Marginal (\^ariable) Costs. Beyond this lower limit 
of average variable cost, each firm expands output as long as 
the cost of an additional unit (marginal cost) is less than the 
price and ceases to expand when they are equal. Since under 
competition each firm’s relatively small output does not ap¬ 
preciably affect the price at a given level of total supply and 
demand, price per unit for an individual firm is constant and is 
the same as average receipts and marginal receipts per unit from 
sales. E.xpansion of output stops, and the firm is in short- 
run equilibrium (unable to improve its position by variation 
of output) when marginal costs are equal to marginal receipts. 
Additional output beyond this point adds more to costs than 
to receipts, and hence, is less profitable. Each firm minimizes 
losses or maximizes profits by equating marginal costs and 


marginal receipts. . , 

Average Total Unit Costs. In the short-run period 

firms may produce and sell at a price rvhich is above or below 

the total average unit cost of production and may expcnenc 

losses or more than normal profits A 

however, forces each firm to make adjustments in the direct on 
of an output for which the price per unit is cqnal to J 

minimum average total unit cost of 

a normal profit. At this output marginal cost 

age total unit cost. In order to achieve tins 

time is needed to change the total capacity of an industry. 
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Normal Price and Long-run Equilibrium. In the absence 
of all disturbances the firms in a competitive industry would 
eventually adjust both their output and capacity to a given de¬ 
mand and price so that minimum average total cost would be 
equal to receipts. If some firms are not making normal profits» 
perhaps receipts are only slightly in excess of variable costs, 
replacements are not made, and some capacity is finally scrapped. 
If some firms are making profits in excess of normal profits, 
new capacity is finally built. In long-run equilibrium each firm 
remaining in the industry would be operating at optimum ca¬ 
pacity and minimum costs; each would have the same average 
total cost (including a normal profit, i.e., the cost of attracting 
and holding firms in the industry) ; and the price would be 
equal to the minimum average total unit cost. 

The diagram which follows shows a firm under perfect com¬ 
petition in long-run equilibrium with capacity, output, and 
costs adjusted perfectly to price; it supplies 170 of the 80,000 
units supplied by the industry at a price of 40 cents. 




Some firms may have a larger capacity and output than 
others; some firms may have a lower proportion of variable 
costs and a higher proportion of fixed costs than others; and the 
normal profits included in fixed costs may be larger for some 
firms than for others. The total average unit cost of each, 
however, must be the same, must be at a minimum for a given 
^ total demand and output, and must be equal to the price; other- 
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wise there is no long-run equilibrium with no further induce¬ 
ments for firms to improve their positions. 

Competitive normal price is a hypothetical, minimum-cost 
price. In the long run total average costs of production are im¬ 
portant conditions of supply which determine a price for a given 
demand. Normal price, however, is an equilibrium price, and 
demand is important because changes in demand may change 
the level of costs in an industry. 

Constant Costs for an Industry. A permanent increase 
in demand in a constant cost industry does not in the long run 
raise the price of the output. The price will rise temporarily 
because of increased output and higher marginal costs, but 
eventually new firms with the same average costs as old firms 
enter the industry, and the price returns to its former level. In 
such a cost situation demand merely influences the amount of 
output and not the level of costs and prices. The capacity of 
the industry is enlarged by an increase in the number of firms 
and not by an increase in the size or scale of production of any 
firm. An industry which approximated constant costs would be 
characterized by small-scale operating units with relatively little 
fixed costs (almost a one-man unit) and by local sales condi¬ 
tions which required close, personal supervision by the producer 
and seller. 

Increasing Costs for an Industry. A permanent in¬ 
crease in demand is likely to raise or lower the level of cost 
and price in an industry. In an increasing-cost industry the 
increase in demand immediately raises the price to a new posi¬ 
tion above minimum average total unit cost for each firm at 
wdiich marginal costs are equal to it. The higher price becomes 
permanent because new firms entering the industry have a 
higher minimum average total unit cost equal to the price. 
This higher cost level is due to the use of inferior resources and 
to the higher price of some scarce factors of production. In the 
new demand, price, and cost position the superior resources o 
the old firms have a higher earning power or value. These esti¬ 
mated higher values, or recapitalized earnings, especially fo 
land resources, represent higher fixed costs. Unless these costs 
were covered by receipts, such superior resources sold 

or used for the production of some other product In the long 
run, then, equilibrium is established when the higher level of 
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minimum average total unit costs of all the firms in the indus¬ 
try are equal to the price. Nearly all mining industries and vari¬ 
ous types of agriculture may approximate at times conditions 
of long-run increasing costs. Of course, technological improve¬ 
ments (qualitative changes in the factors of production) may 
drop the cost and price level of a constant, increasing, or de¬ 
creasing cost industry, but here the assumption is made that 
such disturbances are absent for a sufficient period of time to 
permit long-run equilibrium adjustments. Stability of the entire 
economy with no inflation or deflation of the general level of 
prices and costS is also assumed. 

Decreasing Costs for an Industry. A permanent in¬ 
crease in demand for the product of a decreasing cost industry 
may temporarily raise its price, but new firms entering the in¬ 
dustry and old firms expanding their scale of operation have 
lower minimum average total unit costs than formerly. This 
drop in the average total cost curve and competition forces a 
decline in price. The decrease in cost is due to economies of 
large-scale production (internal economics) which are made 
possible by the increase in demand and output. These changes 
make profitable the use of large, indivisible units of machinery, 
methods of production, and division of labor which are too 
costly relative to a small market and output—that is, they could 
not be fully utilized. As long as an increase in the size or scale 
of the production unit results in more effective use of the facih 
ities and personnel, there is no long-run equilibrium under com¬ 
petitive conditions. The first firms to enlarge the scale of pro¬ 
duction have an advantage over the others in being able to sell 
at lower prices, and they are likely to retain the advantage by 
further expansions, lower levels of minimum average total unit 
costs, and lower prices. Some form of equilibrium may be 
achieved under monopolistic conditions, but no competitive 
long-run equilibrium is possible until the expansion results in 
diseconomies of large-scale production (mainly difficulties of 
managerial co-ordination) which more than offset the economies. 
Increasing costs for the industry then prevail as analyzed above. 
Industries which approximate decreasing cost conditions at 
times are those non-raw-material ones which have very large 
fixed facilities and fixed costs relative to variable costs, such as 
various types of manufacturing and some public utilities. 
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Applicability of Competitive Long-run Equilibrium 
Analysis. 

Decreasing Costs and Historical Declines in Costs. 
As previously indicated, this type of competitive analysis does 
not apply to conditions of decreasing costs for an industry since 
these conditions involve monopolistic agreements or elimination 
of all rivals to a given firm as a basis of equilibrium. Moreover, 
long-run decreasing costs for an industry associated with an 
expansion of the scale of production and use of existing tech- 
ni(|ues are separated for analysis from historical declines in 
the level of costs for any type of industry which result from 
technological improvements. Tliere is no basis for a long-run 
equilibrium analysis of an industry subject to frequent tech¬ 
nological improvements. Under such conditions there is likely 
to be a fringe of losing firms using the older methods of pro¬ 
duction. They lose less by operating as long as receipts are in 
excess of variable costs than by scrapping plant facilities. The 
innovating firms with technological improvements and lower 
levels of average total unit costs than other firms enlarge their 
share of the market by selling at lower prices. The market is 


not perfectly competitive as defined previously, and the adjust¬ 
ments of costs and prices are short run, not long run. In the 
history of most industries a lowering of the level of cost and 
price has probably been a mixed process of change in scale of 
production and technological improvements which cannot be 
explained in terms of competitive long-run equilibrium of a 

static economy. 

Allocation of Joint Costs and Fixed Costs. Not one 
but several products are fre([uently produced by the same plants 
and firms. Under conditions of joint supply and joint costs 
(whether constant, increasing, or decreasing for an industry), 
normal price for any one of the joint products is not_ directly 
related to costs. Demand determines the normal price ot a 
joint product because no allocation of the joint cost to each 
product is possible. In the long run the comb.ned pnees and 
outputs of the joint products (total receipts) will tend to equal 

the total costs of the firms, but demand determines the price 

of each product. If demand for one product of a 
increases, its price rises and more of it is produced. But he 
output of the other products of the joint cost group are also 
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increased. Since the demand for them remains the same, their 
price falls. 

Joint costs exist in an industry when two or more com¬ 
modities are the inseparable results of one productive process 
(e.g., meat packing, petroleum refining, railway transportation, 
chemical manufacturing, cotton ginning). Joint costs include 
fixed and variable costs. In the later stages of production one 
product of a joint cost group may be separated from the 
original group (e.g., hog bristle in pork packing) for separate 
processing to make it usable. Without separate processing the 
hog bristle is discarded as waste. Demand, then, must be suffi¬ 
cient to fix a price for hog bristle which will at least cover the 
separate processing expenses, or the product will be discarded 
as waste. 

When a manufacturing plant or store produces or makes 
available many products by using common fixed facilities, fixed 
costs resemble joint costs. The fixed costs must be allocated on 
an arbitrary basis among the products, but the variable costs 
of each are separate, and, hence, a partial adjustment of out¬ 
put on a cost basis to demand is possible. If the demand for 
one article in a group increases, its output is expanded until 
marginal costs equal marginal receipts for the one article. The 
production of other items may remain the same. In the long 
run, total receipts for the products of a plant and firm equal 
total costs, but the excess of receipts above average variable cost 
for each product may differ widely. Under such conditions fixed 
costs are allocated to each product largely on the basis of its 

excess of receipts over average variable cost—that is, on its 
ability to absorb them. 

Commodities produced under conditions of joint supply and 

joint costs, as well as those produced in multi-product plants. 

^e not amenable to detailed long-run, equilibrium analysis. 

There is no way of showing a precise relationship between the 

price of a given product and its minimum average total unit 

cost of production. In many instances, moreover, such products 

are probably sold under monopolistic conditions instead of 
competition. 

Continuous Fluctuations in Costs. If alternating peri¬ 
ods of prosperity and depression characterize the operation of 
the economic system, there is no long-run period for the applica- 
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tion of equilibrium analysis. Periods of losses for many firms 
are succeeded by periods of very high profits, and the relation 
of a price to a minimum average total unit cost is obscure. If 
part of the labor force and plant capacity is unemployed, a per¬ 
manent increase in demand for many commodities may tem¬ 
porarily have little influence on price. Output is expanded, but 
variable costs (average and marginal) may rise very little 
and fixed costs per unit decline with fuller utilization of capac¬ 
ity. Pseudo constant or decreasing costs appear. In the pro¬ 
duction of many agricultural products, changes in weather 
conditions and other difficulties in adjusting output to demand 
because of maturing periods for crops and animals result in 
fluctuating yearly average costs which are difficult to relate to 
a given price in the long run. 

Significance of Competitive, Long-run Analysis. 
This type of analysis as indicated above has very limited appli¬ 
cation as an explanation of market adjustments. These adjust¬ 
ments are primarily of the short-run variety because of many 
disturbances, and, hence, the relation between the price'of a 
given product and its average cost is often fluctuating and in¬ 
definite. Nevertheless, the analysis of a competitive normal 
price provides a useful standard for evaluating profits and al¬ 
locations of goods and services. Statistical averages of prices, 
costs, and profits for a given industry over a period of years 
may be used as the basis of an excess profits tax. The condi¬ 
tions necessary for having a competitive normal ])ricc emphasize 
the monopolistic features of many markets and indicate that 
they are likely to remain monopolistic in an innovating system 
of private enterprise. In some cases of monopoly, however, gov¬ 
ernmental control is necessary, and the perfect allocation of a 
competitive market on the basis of price being equal to minimum 
average total unit cost is a guide to the control of price. 

SEMICOMPETITIVE PRICES 

Semicompetitive prices are prices which prevail under condi¬ 
tions of imperfect competition or monopolistic competition. 
Only the prices of highly standardized commodities which are 
bought and sold on well-organized markets conform closely to 
the above competitive price analysis, and many of these are 
subject to governmental control. Probably the major portion 
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of consumers’ goods are sold at prices which conform only 
loosely to the competitive price analysis. Buyers in the retail 
market (as noted in a previous chapter) frequently have a 
very inadequate knowledge of prices and quality. Sellers offer 
differentiated products; the units of a commodity class are simi¬ 
lar, but not identical. In those Cases, moreover, in which physi¬ 
cal units are identical, commercially they may be only similar 
when different sellers furnish varied kinds of services as a 
part of a sale. A commodity, for example toilet soap, is a 
collection of items which are close substitutes for each other. 
Instead of one price for a homogeneous commodity at a given 
time and place, several prices may prevail even in the same 
store for a differentiated product or commodity. Several con¬ 
ditions which account for semicompetitive prices are listed 
below. 

Custom and Competition. Custom is an important ob¬ 
stacle to free competition. If buyers and sellers become ac¬ 
customed to a given price for some article, changes in demand 
and supply conditions slowly and imperfectly alter its price. 
Changed conditions may point to a higher price, but some 
dealers may prefer to sacrifice profit rather than to offend 
customers by raising their price. Other dealers may alter the 
quantity or quality of the article and retain the old price. On 
tlie other hand, changed demand and supply conditions may 
point to lower price, but dealers may be very slow to cut price. 
Consuqiers are accustomed to the present price, and price cuts 
may spoil the market—that is, consumers become interested in 
price comparison and delay buying in anticipation of further 
price cuts. Dealers may develop as a group the attitude that 
such price cuts are unwise and unfair and exert business and 
social pressure on dealers who cut prices. Many fees for per¬ 
sonal services are maintained at customary levels because price 
cutting is frowned upon as unprofessional by groups of practi¬ 
tioners. Even if price cuts are made, they sometimes fail to 
lower dealers^ prices to one level. Some dealers may have a 
clientele which remains with them regardless of the price cuts 
of other dealers. Routine characterizes much buying. 

Unique Articles and Competition. The prices of unique 
articles, such as nonreproducible art objects, do not conform 
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to the competitive price analysis. The individual seller takes 
what lie can get; bargaining or higgling fixes price. The upper 
limit of the bargaining range is set by the highest subjective 
valuation of any possible buyer, the lower limit by tlie seller’s 
subjective valuation, or the second highest valuation of a com¬ 
peting buyer (whichever is higher). Cost of production has 
little or no influence on the price; utility and demand are the 
determining factors. Since many reproducible articles have dis¬ 
tinctive artistic features, the bargaining range within which 
price may be agreed upon by buyers and sellers is much wider 
than the range assumed under the previous discussion of com¬ 
petitive market price. 

Location and Competition. Under competitive conditions 
different prices for the same product in different markets 
would reflect differences in transportation costs. In many mar¬ 
kets sellers are not concentrated at a few points, and sales 
are made over a wide geographical area. The location, then, 
of a store is a shopping convenience which one seller may pro¬ 
vide for a group of buyers, and another seller cannot easily 
duplicate it. Differences in the prices of two sellers may reflect 
buyers’ estimates of the difference in shopping convenience. 

Advertised Brands and Competition. The prices of par¬ 
ticular brands of various commodities under the pressure of 
advertising and sales promotion are related but may differ 
greatly. Slight differences or alleged differences between two 
brands of a commodity are played up as selling features by each 
dealer to induce the consumer to buy without price compari¬ 
sons. One particular brand seems unique even though it turns 
out to be common table salt. If substantial differences in quality 
do exist between two brands, the consumer cannot weigh ac¬ 
curately the quality difference and the price difference. Each 
brand of a given commodity within limits becomes a separate 
product sold by one dealer. Even the same pro<luct may be 
sold under different names at different prices by the same 
dealer in order to get a higher price from the more wealthy 
class of buyers. Although the prices of many quite similar 
products at any given time are diverse rather than umfo^. the 
diversity may be partly compensated for in the form of extra 

services to the buyer. 
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Uncertain Relationship o£ Costs and Prices. Under 
semicompetitive conditions there are many possible adjustments 
of costs and prices. Although there is a large number of sellers 
of similar products, there is no composite or market supply 
schedule for an industry or group of sellers. Each seller sup¬ 
plies an individual market or group of customers. In a limited 
way each seller controls the price of his product or products 
by varying the amount offered for sale and the methods of sell¬ 
ing or advertising. His control, however, is limited because of 
the possible changes in prices and advertising expenditures of 
rival sellers of similar products. The demand schedule, then, 
for the product of each seller is not an independent market de¬ 
mand, but is partly dependent on his own selling effort and the 
price and advertising policies of rival sellers. 


From a short-run point of view aggressive price cutting 
and use of loss leaders to attract customers may develop at 
times, and the average variable costs of a product may be 
barely covered by receipts. Usually, however, nonpricc com¬ 
petition characterizes such markets, and attempts are made to 
increase sales by means of advertising, special services, changes 
in quality, and other innovations. Selling costs, especially ad¬ 
vertising costs, may be either fixed or variable depending upon 
their effects on sales. Because of the difficulty of allocating 
selling costs and other costs to specific products and because of 
tlie possible changes in demand, each seller or firm is not in 
a position to balance neatly marginal costs and marginal rc; 
ceipts as a guide to profits. An approximate average variable 
cost of a product can always be calculated, and to this cost a 
markup of a given per cent is added in order to formulate a 
price. The mykup is an estimate, based partly on experience 
m a trade or industry, of a product's share of fixed cost in- 
c uding expected profit. Since many sellers of differentiated 
products are multi-product firms, the markup for each item 
may vary greatly depending upon estimates of what buyers are 
wilhng to pay. Receipts from some items may contribute more 
to fixed costs and profits than others. The average margin or 

tm^ortam variable costs Is the 

important guide to profits. 

vailim^n cost-price relations may pre¬ 

vail among groups of semicompetitive sellers. If new firms with 
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differentiated products may freely and easily enter the field, a 
substantial fringe of losing firms may be normal. New firms 
may not be aware of the exact chances of profits and losses. 
Each one, moreover, enters with a slightly different product, 
cost, and price expectation and with individual ideas of suc¬ 
cessful selling. Under these heterogeneous conditions the 
existence of losing firms is no deterrent to new firms. There is 
chronic excess capacity and sales by some firms at prices less 
than average total costs. If entry by new firms is difficult 
because of large capital requirements, dominant position of 
existing firms, secret process and patents, and other obstacles, 
sales may continue at prices in excess of average total costs. 
These excess receipts or pure profits are not eliminated by 
competition of new firms or of existing firms. If product dif¬ 
ferentiation is very slight, the number of sellers large, and 
entry perfectly free, conditions almost approximate competi¬ 
tion. Price for each seller will equal the average total unit cost 
of production, but not at the minimum cost output. This out¬ 
come, as indicated in the graph below, is due to the slight slope 
of the firm’s average and marginal receipts curves. The average 
receipts per unit arc the same as the price per unit and the 
demand curve for the firm’s product. Its slope indicates that 
the firm can influence price by varying the amount sold. Mar¬ 
ginal receipts which represent the difference in total receipts 
at any one output compared with the next additional output 
decline more sharply than average receipts. 
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The long-run results of semicompetitive conditions are too 
varied for precise comparison with competitive markets. Non¬ 
price competition which characterizes these conditions is qual¬ 
itatively unlike price competition. It may be aggressive com¬ 
petition at times in terms of changes in quality, in special 
services given with a product, in trade-in allowances, and in 
advertising expenditures; or it may be highly monopolistic. 
Although operation of plants may be at less than the least- 
cost output and price higher than under competition, as in¬ 
dicated in the above diagram, the variation in products may be 
an offsetting advantage for many buyers. To please apparently 
the great diversity in tastes and preferences, an almost endless 
variety of similar products of all kinds is offered to consum¬ 
ers under all types of selling conditions. Selling costs, espe¬ 
cially advertising costs, are an indispensable part of the produc¬ 
tion of nonstandardized products. In some instances these 
costs may be excessive and advertising may be misleading, but 
a complete evaluation of them includes many diverse factors, 
such as the effects of advertising on the satisfaction of wants, 
the scale of production, the expenditure of effort, the publica¬ 
tion of newspapers and magazines, and the maintenance of 
radio programs. 


MONOPOLY PRICES 

Monopoly prices are prices fixed by one seller, or a group 
of sellers acting in unison, by means of control over the supply 
of a given commodity. There is no substitute for the com¬ 
modity. As indicated previously, pure monopolies are not 
common. They exist in part because of decreasing costs of 
increased scale of production which reduce the number of 
sellers in a market to one, or a few who agree to avoid price 
competition. Sometimes in such cases a public franchise is 
granted to an industry to operate as a public utility. Patents are 
also the basis of many monopolies. In general, combination or 
agreements among sellers to restrict supply and raise prices are 
ancient monopoly devices. The demand schedule for the product 
of a monopoly is an ordinary market one. which may be in¬ 
fluenced by advertising. The monopolist, however, primarily 

attempts to regulate the supply of a commodity in order to ob¬ 
tain a maximum profit. 


no 
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Maximum Monopoly Profit. The maximum net profit for 
a monopolist depends on the quantity sold and the difference 
between cost and price per unit of output (i.e., the largest total 
obtained by multiplying the number of units sold by the profit 
per unit). Operation at the point of greatest difference be¬ 
tween cost and price per unit of output may not yield the 
monopolist the highest total net profit because added sales be¬ 
yond that point may more than offset the decline in profit per 
unit. Demand and costs of production form the basis for the 
monopolist’s choice of output. In more precise terms profits 
arc at a maximum when marginal costs are equal to marginal 
receipts. Under short-run conditions a monopolist may operate 
at a loss. However in the long run, a monopolist, as indicated 
in the graph below, operates at an output with a price above 
the average total cost of production (including a normal profit), 
and the excess represents a pure monopoly profit. Although a 
larger output might be produced at lower costs, the decrease in 
costs is more than offset by a decrease in receipts which lessens 
the monopoly profit. 



Monopoly Prices versus Competitive Prices. ^ cow- 
parison of competitive prices and monopoly prices is difficult. 
Some moLpolies have a social justification, such as patent 

monopolies (encourage inventions) ^""TnnoooHes' 

courage art and research), public consumption monopolies 
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(regulate consumption, e.g., liquor), and fiscal monopolies 
(source of revenue for the government). Other private mo¬ 
nopolies are usually condemned because their prices are jiighcr 
than competitive prices and because they tend to create scarcity 
rather than to overcome it. 

Monopoly Restriction of Supply. There is less incen¬ 
tive for a monopolist to organize his plant in the most efficient 
manner because profits may be greater than in competitive in¬ 
dustries merely on the basis of restricting supply. Moderniza¬ 
tion of facilities, experimentation with lower prices and larger 
output, and managerial initiative may be retarded by lack of 
competition. In some instances the monopolist may be reluctant 
to e.xperiment and expand even though greater profits were a 
probability. 

Monopoly Differential Prices. Monopoly prices are 
frequently higher than competitive prices because the monopo¬ 
lists can more effectively charge different prices to different con¬ 
sumers. There arc no competing dealers to whom the consumer 
may go in case of discrimination. If the monopolist divides his 
customers into classes on the basis of what they are willing to 
pay and charges each class a maximum profit price, a larger net 
profit will be made than under a uniform price. In general if 
the monopolist could estimate his marginal costs and receipts 
accurately, maximum profits with discriminatory prices would 
be made when marginal receipts from each group of buyers 
were equal and these were equal to marginal costs of the total 
output. 

Monopoly and Destruction of Commodities. Mo¬ 
nopoly prices sometimes exceed competitive prices because tlie 
monopolist destroys part of a surplus stock in order to increase 
his profits. If demand decreases suddenly, a monopolist may 
maxirnize his profits by selling only a small part of his supply 
at a high price and by destroying the surplus to reduce carry¬ 
ing charges. Under competition the consumer would benefit 
from lower prices. 

Potential Efficiency of Monopoly. Monopoly prices, 
however, in some cases may be as low or lower than competitive 
prices. For instance, in those cases in which the scale of pro¬ 
duction is much larger and the level of costs much lower than 
they would be under competition, there is the possibility of a 
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monopoly price being lower than a competitive price. Further¬ 
more, greater long-run efficiency of production may sometimes 
be achieved under monopoly conditions when the economy is 
highly unstable. A monopoly can operate at a more uniform 
rate and carry stocks to even out changes in demand. Under 
competition firms must estimate demand and also the probable 
supply of competitors. The accumulation of stocks is risky, 
and consequently, many firms may operate beyond capacity at 
one time and much below capacity at another time. High prices 
induce overexpansion and result in very low prices. Wry low 
prices may bankrupt many firms and result in very high 
prices. The average competitive price may exceed the mo¬ 
nopoly price. 

Limits to Monopoly Extortion. The extent of mo¬ 
nopoly price extortion is frequently exaggerated. Monopoly 
prices sometimes approximate competitive prices, and the mo¬ 
nopolists’ power to control sui)ply and raise price is limited. 
First, there is the possibility of substitution of other products 
for the monopolized product. If monopoly prices arc excessive, 
consumers turn to less satisfactory, but cheaper, products. If 
no substitute exists fe.g.. nitrates, camphor, etc,), a synthetic 
product may be developed. Second, there is the threat of poten¬ 
tial competition. High monopoly prices and profits encourage 
other producers to enter the field. Third, there is the fact that 
most monopolies are only partial monopolies. If one producer 
controls 80 per cent of the supply of a given commodity, he sets 
the price and the small producers follow. If the price is high 
and the profit per unit large, the small producers are tempted 
to expand their output and new producers will appear. Fourth, 
there is the fear of government intervention. If the monopoly 
is a “good” monopoly and charges reasonable prices, the gov¬ 
ernment is less likelv to dissolve it or to control its prices. 
Regardless of whether monopoly prices are higher or lower 
than competitive prices, monopolies should be under govern¬ 
ment regulation. If monopoly is less effinent m a given in¬ 
dustry than competition and prices are higher, the monopo y 
should be abolished and competition enforced. If monopoly 
in a given industrv is more efficient than competition and prices 
are lower, the monopoly should be re.gulatcd. ^^^put incri^ased 
and prices lowered until the rate of profit equals that in sta 
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competitive industries. Greater stability in the entire economy 
would probably lessen monopoly extortion. 

Taxes and Monopoly. The effect of taxes on a monopoly 
is important. If a fixed tax or a tax on net profits is imposed, 
there is no change in price to the consumer. The monopoly 
usually fixes a price which yields the highest net profit and the 
addition of the above tax does not alter his unit costs or the 
demand for his product. A unit tax on a mono]ioly, however, 
adds to the variable expenses and raises the price to the con¬ 
sumer. If less is produced, the costs of the monopolists are 
decreased and the price of the product is increased. In this case 
restriction of output maximizes net profit and part of the tax 
is paid by the consumer. 

FIXED PRICES 

‘ Examples of Fixed Prices. Fixed prices determined by 
government agencies are an important subject in price analysis. 
The analysis of fixed prices, however, involves many factors 
and they will be examined later in their proi)er setting. Here 
are listed the more important examples. Government units own 
and operate important industries (e.g., the Post Office, canals, 
hydro-electric plants, etc.), and the price policy followed is 
largely the subject of public finance. If the industries make a 
profit, they are a source of revenue—if a loss, they are an 
object of expenditure. Government agencies (e.g., Interstate 
Commerce Commission,' State Public Utility Commissions) 
regulate the prices charged by various public utility industries 
(monopolies of vital interest to the public, e.g., railroads, tram¬ 
ways. electric companies, telephone companies, etc,), but the 
problems of valuation, rate of return, and effective regulation 
require separate treatment. Changes in the value of money 
may change all prices, and consequently, the money and credit 
policy of the federal government and its fiscal agent, the Fed¬ 
eral Reserve Banks, have an important influence on prices. The 
problems involved are discussed later under banking, business 
cycles, and price levels. Price fixing by government agencies in 
the form of minimum wages is discussed under labor prob¬ 
lems. Federal tariff legislation affects prices. The Federal 
Trade Commission attempts to enforce fair competition. Its 
activities are discussed in connection with trust prosecutions. 
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An extensive program has been developed by the federal gov¬ 
ernment to stabilize the prices of a few farm products. These 
activities are discussed in connection with problems of agricul¬ 
ture. 

During W'orld War II, as an emergency measure to prevent 
inflation and to i)romote the war effort, practically all prices 
were controlled by government agencies. The Office of Price 
Administration fixed prices and rents and rationed some vital 
consumers’ goods. The War Labor Board adjusted wage rates. 
The ^^’ar Production Board established priorities on all im¬ 
portant materials which enabled producers of military equip¬ 
ment rather than of civilian goods to obtain them. Priorities 
and ration points rather than prices allocated goods to buyers. 
In the absence of these regulations the bidding-up of prices by 
the government in order to get war materials, the shortage of 
civilian goods, and the large income of the population would 
have resulted in tremendous price increases. Low income 
groups would have barely subsisted, and the war effort would 
have been impaired. 


Difficulties in Fixing Competitive Prices, Many of the 
examples cited above involve the regulation of monopolistic 
prices. In general, government control of competitive com¬ 
modity prices is a difficult task. Frequently there arc numerous 
producers involved which makes close supervision a cost y and 
complicated project. Production may require only small fixed 
investments, and hence, producers move about easily and escape 
regulation. Commodities which may be stored add a specula¬ 
tive problem. If expansion to meet a temporary demand de- 

moralizes an industry, there is. a tendency under political pres¬ 
sure to fix prices high enough to save all producers. Under 
conditions of usual demand a price high enough to save mar¬ 
ginal producers retards the shift of production factors into 

oihcT Lltistries rvhere they can be 

Outmit is likely to increase rather than decrease. Either price 
.^^srhe fi^d low enough to save only the bulk of producers 

or production must be arbitrarily ^er » 

tax nenaltv system. Because of these difficulties, the E'^ver 

times of grave emergency. Near the close of World ar 11 , 



Individual Prices: Demand and Supply 11 5 

especially after V-J Day and until the end of practically all 
price controls in November, 1946, violations of price regula¬ 
tions became widespread. In the absence of war patriotism 
prices in excess of the legal ones were paid in order to obtain 
scarce goods. These black markets were largely responsible 
for the termination of price regulations. 


VALUATION PRICES 


Valuation prices are important in determining the value of 
goods (especially production goods) not easily reproduced nor 
freely exchanged. One example, value of public utility property, 
will be discussed later. Since there is only infrcc|ucnt and 
sporadic buying and selling, market price is no test of their 
value at any given time. Production goods which are freely 
reproduced and freely exchanged have a market price related 
to costs of production; the demand, however, differs from that 
for consumption goods. Production goods yield no utility to 
the user. They are desired because they produce goods which 
do yield direct satisfaction (i.e., production goods have derived 
utility). Usually producers acquire production goods and 
produce for a market rather than for their own use. The ex¬ 
pected future income from the use of production goods is an 

important factor (demand factor) in determining their present 
value. 

Capitalization is the process used to determine the present 
value of expected future income. If a production good is ex- 
pected to yield enough for its perpetual maintenance and in 
addition $100 each year indefinitely, the income at 5 per cent 

produced it) would be worth 
$2,000 ($100 ~~ .05). Stated differently, $2,000 invested in 
the production goods is expected to yield yearly $100 or a 
5 per cent rate of return. 


Capitalization of expected future incomes from production 
goods IS a method of estimating value, and it influences present 
pric^. Howeve^ ,t is not the sole explanation of value n pro¬ 
duction goods Other factors, such as the cost of produeflo^or 

demand'^f goods, the interest rate, and the 

demand for the consumption goods made by the production 

goods are important in determining the value of production 

goods. If the production goods are freely reproducfble and if 
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the demand price of buyers based on a capitalization of expected 
future incomes is below the cost of producing them, less pro¬ 
duction goods are made. A smaller supply of production goods 
lessens the output of consumption goods and raises their price. 
A higher price for consumption goods increases the expected 
fuluix* income to be derived from production goods and brings 
their prices nearer to a cost of production basis. 
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Chapter Nine 


MONEY 


THE NATURE OF MONEY 


Money is anything which is widely used as a means of pay¬ 
ment—that is. it has general acceptability in exchange. It is a 
device which differs with the time and the place. Cattle, oil, 
wampum, tobacco, furs, precious metals, and pieces of paper 
have served as money. Money is a part of the general economic 
organization, and specific types of money are very closely re¬ 
lated to the particular economic organization of the time. At 
all stages of economic development all types of money are in 
use to a certain extent and with varying emphasis. Money in 
the form of cash (bills and coins) is issued by the govern¬ 
ment and used for all kinds of payments. Checks, however, are 
now the most commonly used means of payment in the United 
States; 85 to 90 per cent of total annual payments (in terms 
of dollars) are made by check. Although checks have limited 
acceptability and bank deposits transferred by them are in a 
narrow sense a close substitute for money, the supply of money 
includes cash and bank deposits on which checks can be drawn. 


Traditional Qualities of a Good Money. When coins 
were the predominant form of money and when gold was the 
favorite monetary material, the most satisfactory qualities of 
good rnoney were those primarily related to the physical fea¬ 
tures of the precious metals. Gold and silver, bullion or coins, 
were durable portable, divisible, and recognizable. The uni¬ 
formity of these metals (degree of purity) could be easily 
maintained. But most important of all, these metals were J- 
ways m demand for use in the arts and in industry. They 
were used widely for ornamentation and display. The^ supply^ 
moreover m terms of an accumulated world stock was noJ 
hkely to change suddenly. The risk of accepting money made 
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of these metals was lessened because of their commodity or 
bullion value. As long as a commodity type of money was 
used, the precious metals, and especially gold, had the physical 
characteristics which made them a favorite monetary metal. 
The main functions of money, however, are performed in 
modern economic systems by noncommodity types of money. 


Functions of Money. 

Medium of Exchange. Money is a medium of exchange 
which facilitates the How of goods and services from producer 
to consumer. In the absence of some type of money, trading is 
reduced to cumbersome and restricted barter transactions. 
Barter depends on a double coincidence of wants; each party 
must want the particular commodity or service of the other. 

Standard of Value. Money is a common denominator 
for expressing exchange ratios. All commodities and services 
mav be reduced to a common measure and expressed in terms 
of dollars. Such calculation has become a most important prac¬ 
tice which directs production and consumption of goods and 
services. Without some unit of account and basis of calcula¬ 
tion, complex operations in an economic system would be im¬ 
possible. , .... 

Store of Value. When money is received, it is a store 

of value until spent or invested. Although the value of money 
may change over a period of time, money is an important store 
of value. It may be accumulated temporarily m order to meet 
uneven future expenditures. It may be hoarded (held m cash 
or idle bank deposits) in anticipatioi^ of a fall in prices in- 
Stead of being spent on consumers’ goods or invested m pro¬ 
ducers’ goods. 


Kinds of Money in the United States. 

.Standard Money. Standard money is an expression used 

to refer to standard coins which are coins having 

a° la!t equal to their money value. Sometimes their bull on 

“ s: r s: sr lsi;. 
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15%i grains %o fine (standard) gold or grains of pure 

gold (Gold Reserve Act of 1934), which means that the dollar 
will purchase this much gold. 

Gold is not coined into dollars but is used in the form of 
bullion or bars. All monetary gold in 1934 became the property 
of the United States Treasury. All newly-mined gold is pur¬ 
chased by it. Industries buy gold bars under a* license system 
from the Treasury. The Treasury now handles all shipments 
of gold in international transactions. Private holding of moiie- 
tary gold and gold certificates is illegal. Except for use in 
industry and international trade, other money is not redeemable 
in gold. The gold clause in all federal and private obliga¬ 
tions is cancelled (Joint Resolution of Congress, Tune, 1933, 
and Supreme Court Decision. February, 1935). Gold and gold 
certificates are not legal tender. All other kinds of money 
authorized by the government are full legal tender, i.e., must 
be accepted for payment of debts contracted in terms of money. 

Fiduciary Money. The value of fiduciary money depends 
on the monetary traditions and habits of a community. His¬ 
torically the gradual change from commodity money (com¬ 
modities used directly for money) to fiduciary money cor¬ 
responds approximately to the change from barbarism to stable 
national governments. Trust and confidence by a people in its 
government to maintain law and order and to issue money, 
winch has httle value as a commodity, in restricted amounts 
only, IS the basis for the value of fiduciary money. Under these 
conditions individuals are willing to sell useful goods and serv¬ 
ices for small pieces of paper authorized by the government as 
money, because they find other individuals willing to accent 
«ie paper whe., they wish to buy useful goods and services 
I he money has value because the individual sells goods and 
ervices to obtain it and can buy goods and services with it 
^aper money is more convenient to carry than a barrel of salt’ 
ut under primitive conditions the latter was used as monev 

couW? the md.vidual accepting it in a sale of goods or services 
could use It If others refused to accept it in a purchase The 
individual protected himself against loss Tn 

S for the most part transferred from the individual to the 
government. Since most individuals, moreover, do not U the^^ 
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own teeth or make tlieir own jewelry, a government can main¬ 
tain the value of its fiduciary money without redeeming it in 
gold for domestic circulation. From its own citizens a govern¬ 
ment can buy newly-mined gold at a fixed price and pay for it 
with authorized paper money. For industrial uses the govern¬ 
ment can sell gold to its citizens at the same fixed price and 
receive authorized paper money. Sales of goods and services 
abroad by its citizens for which gold is received can be pur¬ 
chased by the government with authorized paper money at the 
same fixed price. Purchase of goods and services abroad by its 
citizens, for which gold must be paid, can be sold by the gov¬ 
ernment to them at the same fixed price in return for authorized 
paper money. Some international circulation of gold is still 
necessary because individuals and nations in their international 
transactions do not trust each other. 

Paper money consists mainly of Federal Reserve Notes, 
silver certificates, and United States Notes (greenbacks). Gold 
certificates which are being retired can be held lawfully only 
by the Federal Reserve Banks and the United States Treasury. 
Although iXational Bank iXotes, Federal Reserve Bank Notes, 
and Treasury Notes of 1S90 have been officially retired as forms 
of money, many of them continue to circulate. Prior to 1933, 
goki certificates and silver certificates were frequently classified 
as representative money since they were then virtually ware¬ 
house receipts for an equivalent amount of gold and silver 
held by the Treasury. Prior to 1933. the above notes of 
banks and the government were classified as credit money, i.c., 
promises to pay standard or lawful money to the bearer on de¬ 
mand without maintaining a full coverage of standard money, 
as in the case of gold and silver certificates. All of the above 
types of fiduciary paper money may now he classified 
money. All paper money, except gold certificates, is full legal 


dollars and subsidiary coins are types of fiduciary 
money and credit money (classified sometimes 
because their value as bullion is less than their value a® 

The silver dollar is illogically classified by law as standard 
money. Silver is now nationalized (Silver Purchase Act 
June. 1934) by the government, and is re^'atec' '’y ‘ 
Treasury under a plan similar to that applied to gold. Silver 


Money 


121 


dollars and subsidiary coins are now full legal tender. Their 
value is maintained by an indirect and restricted convertibility 
into gold (gold for industrial and international uses only). 

In the United States, paper money, silver dollars, and sub¬ 
sidiary coins are maintained at par with the new gold dollar 
because of the trust and confidence of the people in the tangible 
and intangible assets back of them. Important tangible assets 
are as follows: approximately twenty billion dollars of gold 
bullion and more than two billion dollars of silver bullion held 
by the United States Treasury; commercial assets, banking 
assets, and government bonds used by Federal Reserve Banks 
as partial security for Federal Reserve Notes. Important in¬ 
tangible assets are as follows: the ability of industry and the 
government to settle for most of their purchases of goods and 
services abroad by means of the sale of goods and services 
abroad; the authority given to the government to curb unneces¬ 
sary withdrawals of gold and silver by its own citizens or by 
foreign interests; the ability of the government over a period 
of years to pay off its debts by taxation without being forced to 
meet its obligations by a great increase in the quantity of paper 
money. 


UNITED STATES MONETARY SYSTEM 

The United States Monetary System is not a nice logical 
arrangement, but the result of legislation impelled by wars, 
by discoveries and improvements in gold and silver mining, and 
by conflicting group interests. Although the monetary legisla¬ 
tion of the early thirties simplified the money system in part, it 
also added some new complications. Subsidiary coins which 
were formerly legal tender for only small pa)mients are now 
inconveniently made legal tender for any payment. Nationaliza¬ 
tion of silver adds to the complexity of maintaining all forms of 
money at par with the gold dollar. One form of paper monev 
moreover, would be sufficient for the country—preferably Fed¬ 
eral Reserve Notes. The present status and past history of the 
monetary system are discussed below 


Monetary Unit. The monetary loiiY is the dollar, the gold 
gold ( /lo gold, Mo alloy), which is equivalent to 131^21 grains 
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of pure gold. The former gold content was 25.8 grains ot 
standard gold, or 23.22 grains of pure gold. The new gold 
content of the dollar amounts to 59.06 per cent of its former 
weight, or a devaluation of 40.94 per cent. The devaluation 
was accomplished by changing the price paid for gold by the 
government from $20.67 to $35.00 an ounce. 


Brief Monetary History of the United States. 

Mint Act of 1792. As early as 1652 “Land Banks” were 
issuing paper money in Massachusetts. Later colonial and 
revolutionary bills of credit (fiat money later redeemed at a 
small per cent of the face value) appeared. The Mint Act of 
1792 made the dollar (cither gold or silver) the monetary unit 
to take the place of this miscellaneous paper money and the 
English and Spanish coins in circulation. There was free coin¬ 
age * of gold and silver, both were legal tender, and bimetallism 
was the legal monetary standard. The coinage ratio was IS 
imits of silver to 1 of gold. The market ratio was 15>/$ to 1: 
there was not enough silver in the silver dollar to equal the 
value of the gold dollar (by law silver was overvalued). Silver 
became the real standard since no one wished to pay debts in 
gold. The bright silver dollars, however, were desired by the 
Spanish-American countries in trade. Many silver dollars left 
the country and for this reason their coinage was stopped in 
1804 Some gold was coined, and it also left the country to 
purchase imports. The United States relied upon paper money 
and foreign coins for its medium of exchange; certain foreign 

coins were even made legal tender. 

Act of 1834. In 1834 Congress reduced the weight of the 

gold dollar. The mint ratio was now 16 to 1 ; the market ratio 
remained 15K> to 1. Silver was undervalued by the law. ^o 
one would pay debts in silver coin; it was melted down or 
hoarded: gold coins came into circulation and gold was the 
actual standard until 1862. Gold discoveries in California and 
Australia increased the discrepancy between the mint ratio and 

the market ratio. 


. does nlean 

ur.e5 S.res'or subsidt.;o- coins le.ss Ihnn one do,lor,. 
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During the period of the Civil War and afterwards (1862- 
1879) paper was temporarily the actual standard. The exces¬ 
sive issue of greenbacks depreciated their value and everyone 
preferred to pay his debts in paper. Neither gold nor silver 
was in circulation. When the redemption of the greenbacks in 
gold began in 1879, the United States was again on an actual 
gold standard and continued so until 1933. 

Demonetization of the Silver Dollar. The end of 
bimetallism in the United States was marked in 1873 by the 
dropping of the silver dollar from the list of coins minted 
(little or no silver had been brought to the mint for coinage 
into silver dollars for some time). The effect was gold mono¬ 
metallism. Silver dollars circulated as standard money and 
were legal tender, yet they were worth less than face value 
and free coinage was stopped. Silver was called the “limniner 
standard.’* 


In 1876 the world’s silver supply was greatly increased by 
the opening of rich mines in Colorado. In addition, India and 
several European countries began to use less silver. Silver 
prices, which had been almost stationary for years, declined 
sharply. The value of gold itself rose. The market ratio be¬ 
tween the two metals began to rise (in 1878 it was 18 to 1). 
The demonetization of silver was now resented and termed the 
crime of 1873. People demanded cheap money to pay their 
debts. Congress enacted two compromise measures: 

The Bland-Allison Act, 1878, required the Secretary of the 
Treasury to purchase each month not less than two million dol¬ 
lars’ or more than four million dollars* worth of silver bullion 
and to coin it into dollars. 


The Sherman-Silver-Puchase Act of 1890 increased the 
amount to four and a half million ounces of silver each month 
to be paid for in Treasury Notes which were redeemable in gold 
as well as silver. The Secretary of the Treasury was required 
to keep the two metals on a parity with each other. Cheap silver 
dollars flooded the country. Gold disappeared from circulation 
and was exported to other countries. To stop the inflation of 
silver, the act was repealed in 1893. 

established 

^old as the monetary standard. Actually gold had been the 
standard since 1879 under the system of bimetallism. It made 
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the gold dollar (25.8 grains of gold /'lo fine) the monetary 
unit. It provided for an unrestricted gold market ($20.67 per 
ounce), free coinage of gold only, legal tender of gold, and 
convertibility of paper money and coin into gold. 

Pittman Act, 1918. The Pittman bill authorized the 
Treasury to melt down and sell a part (up to 350 million dol¬ 
lars) of the large stock of silver on hand because the British 
and Indian governments were in the market for silver. Federal 
Reserve Bank Notes replaced the silver certificates. Recoinage 
started again in 1921, and by 1928 all the silver dollars melted 
had been recoined. 

Abandonment of the Gold Standard, 1933. Because 
of a grave banking'emergency, the President by executive proc¬ 
lamation (March 6, 1933) closed all banks in the United States. 
The proclamation also placed an embargo on gold and silver 
exports, except under special license, and prohibited banks and 
the Treasury from paying out gold or silver. An Emergency 
Banking Act (March 9, 1933) confirmed these measures and 
authorized the president to prohibit all private hoarding of 
gold and to require that all gold coin, bullion, and gold certif¬ 
icates be exchanged for other kinds of money. The lomas 
Amendment (Emergency Farm Relief Act. author¬ 

ized the president to reduce the gold content of the dollar up to 
so per cent; to establish a bimetallic system of gold and siker, 
and to issue three billion dollars of United States Notes 
backs). Only the first authority enumerated has been exercised 
fdevaluation of 40.94 per cent). By joint resoution (June 
1933), Congress cancelled- the gold clause m all federal and 

private obligations. t.xttt\dv 

Gold Reserve Act and Proclamation of J.cnuarv 
1934. These measures placed the United States on an m crin 
tional gold bullion standard (restricted gold standard). o 
was nationalized and the entire monetary stock 

dollar and to maintain the parity of other kinds of money. 
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this purpose, an exchange stahiUsaiion fund of two billion 
dollars was authorized, to be taken from the government profit 
made by devaluation (about two and three quarter billion 
dollars). 

Silver Purchase Act, June, 1934. This act and a sub¬ 
sequent executive order (August, 1934) nationalized silver 
bullion. The Secretary of the Treasury was directed to buy 
silver bullion at a price not above $1.29 per fine ounce (stat¬ 
utory price since 1837), except for silver bullion in the United 
States prior to May, 1934, for which the price was not to exceed 
50 cents, and to sell silver bullion whenever its market price was 
above its statutory price or whenever the proportion of silver 
to gold in the government’s monetary stock exceeded 25 per 
cent. Purchases of silver were to be paid for by the issuance 
of silver certificates. Domestic trade and international trade in 
refined silver bullion were to be regulated by the government. 
Silver dollars and coins were allowed to circulate because no 
devaluation of silver was involved. The eflFcct of the silver 
program has been to increase vastly the silver stocks of the 
country and to raise the price of silver bullion. It is not bimetal¬ 
lism. Higher silver prices aided domestic producers of silver, 
increased the profits of foreign speculators in silver, and dis¬ 
turbed tlie monetary systems of several countries (particularly 
China and Mexico). Economically there was very slight justi¬ 
fication for the silver legislation. Politically it enabled the gov¬ 
ernment to satisfy in part the demands for inflation either in 
the form of free coinage of silver or in the form of new paper 
money, without losing control of the monetary system. 

MONETARY STANDARDS 

Gold Standard. The gold standard (in its most complete 
form) is characterized by having gold as the standard metal; 
the monetary unit stated in terms of gold; other forms of 
money maintained at par with gold; free coinage of gold; full 
legal tender of gold; and a free and unhampered gold market 
Before 1914 practically all the industrialized countries of the 
world were on the gold standard. World War I caused nearly 
all countries except the United States to abandon the gold 
standard. During the postwar period these countries returned 
to the gold standard, but the depression of 1929-1933 caused 
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many of them to abandon it again. Although gold fulfills more 
than any other metal the requirements of a good monetary 
standard, its use in a monetary system demands careful ad¬ 
ministration. (See chapter on price levels.) 

Gold Bullion Standard. The gold bullion standard is 
sometimes used in order to conserve gold or to serve as a 
transitional stage prior to a full gold standard. Domestic cur¬ 
rencies are convertible into gold bars of a prescribed weight, 
and gold coinage and redeemability in gold coin are stopped. 
England had such a standard from December 31, 1925, to 
September 21. 1931. The United States now has a restricted 
gold bullion standard. 

Gold Exchange Standard. The gold exchange standard 
is sometimes used in a country where the local coin is silver. 
The local money is made redeemable in bills of exchange (bank 
drafts) payable in gold in a gold standard country. The effect 
is to provide the stabilizing influence of a gold standard with¬ 
out the cost of maintaining a complete gold standard. Inter¬ 
national trade is also facilitated. Many countries adopted it 
after World War I pending the restoration of a full gold 
standard. 

Silver Standard. The silver standard is governed by the 
same principles applying to the gold standard namely, ex¬ 
pression of the unit of value in terms of a fixed weight of 
silver, free coinage ()f silver, full legal tender of silver coins, 
redemption of paper money in silver coins, and the maintenance 
of a free domestic and foreign silver market. No country is on 
a com])lete silver standard today. Even China abandoned the 
silver standard as of 1935 and established a paper money 
managed currency system. 

Bimetallic Standard. The bimetallic standard exists when 
the standard unit of money is expressed in terms of two metals, 
usually gold and silver, at a fixed weight proportionate to each 
other; when there is free coinage of both metals; and when 
both metals are full legal tender. (Bimetallism legally existed 
in the United States from 1792 to 1873.) If the two metals 
arc gold and silver, the ratio between the weight of pure silver 
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in the silver unit and the weight of pure gold in the gold unit 
is called the mint ratio, the coinage ratio, or the legal ratio. 
The market ratio is the ratio between the value of a given 
amount of gold and the value of the same amount of silver on 
the open market. The market ratio, then, is determined not by 
law but by supply (mines and mining methods) and demand 
(industrial and monetary) of the two metals. The difficulty 
with bimetallism is to make the mint ratio and the market ratio 
correspond. If they are equal, either metal will be coined and 
bimetallism truly exists. If the market ratio (say 15 ounces 
of silver to 1 of gold) is less than the mint ratio (say 16 to 1), 
then gold is overvalued at the mint. Gold will be used to pay 
debts; silver will be melted down and exchanged for gold; and 
only gold will be coined. If the market ratio (say 17 to 1) is 
greater than the mint ratio (say 16 to 1), then silver is over¬ 
valued at the mint. Debts will be paid in silver; gold will be 
melted down; and only silver will be coined. If both the mar¬ 
ket and mint ratios are 16 to 1 for a given country, but if other 
countries establish different ratios, only coin of one metal tends 
to circulate in each country. In these cases actual monometal¬ 
lism has been substituted for theoretical bimetallism; the metal 
which is overvalued will usually drive the other out of cir¬ 
culation. 

Gresham’s Law. The above process is known as Gresh¬ 
am's Low which can be popularly stated as—cheaper money 
drives dearer money out of circulation (out of the country), 
or bad money drives out good money. (Gresham’s Law is ef¬ 
fective only when there is free coinage, free melting, and full 
legal tender.) 

Failure of the Compensatory Principle. Those who 
favor bimetallism contend that there is a tendency for the 
discrepancy between the two ratios to be corrected—i.e., when 
the supply of silver increases (silver would then be overvalued 
at the mint), demand will shift from gold to silver; the de¬ 
mand for gold being decreased, its value will fall; the demand 
' for silver being increased, its value will rise (no longer overval¬ 
ued at the mint) ; and the market and mint ratios will be equal 
again. This compensatory principle might operate over a long 
period of time, but monetary problems usually require im¬ 
mediate changes. At present no country is on a bimetallic 
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standard. Many European countries operated on a bimetallic 
standard until the gold standard supplanted it in the 19th 
century. 

4 

Paper Standard. The paper standard is generally adopted 
involuntarily. Because of an emergency, such as a war, paper 
money is issued to pay extraordinary expenses. If the quantity 
is excessive (and this temptation is great), purchasing power 
falls, and confidence in redeemability is lost. The paper money 
becomes fiat money or printing press money. The paper stand¬ 
ard is always expressed in terms of the specie standard which 
existed prior to the inflation, but the paper has displaced the 
specie as the medium of exchange and the standard of value. 
The United States during the Civil War (greenbacks) and 
many European nations during the World Wars were on a 
paper standard. 

Commodity Standard. The commodity standard uses the 
prices of a series of commodities in the form of an index 
number as a guide to monetary and credit policy. One type 
is the managed currency plan. The value of money is main¬ 
tained by limiting the amount issued, by government operations 
in foreign exchange and control of international trade, and by 
the confidence of tlie people in the ability of the government 
to manage the currency. The plan eliminates the holding of 
costly stocks of idle gold and enables the government to control 
its money internationally as well as domestically. This control, 
however, sometimes involves a severe restriction of imports in 
order to maintain the international value of a country’s cur¬ 
rency. The commodity standard will be discussed further under 

price levels. 


THE CHANGING ROLE OF MONEY 
One of the outstanding changes in the nature of money 
is the widespread substitution of paper money and checks for 
specie in business transactions. Money is now made of cheap 
materials; it is no longer a commodity type of money. The 
is moreover, a tendency among governments to make no 
further commitments as to the redeemability of Pj’P" 

money. In most advanced countries specie or hard money is 
used only in making change and for international business 
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transactions. The International Monetary Fund may lessen 
greatly the use of gold in the settlement of international ac¬ 
counts. Since checks require a banking system to offset debits 
and credits, banking assumes a dominant role in our monetary 
system. Bank deposits, as stated previously, arc an important 
part of the total supply of money. This aspect of the monetary 
system is examined in the following chapter. 
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Chapter Ten 


CREDIT AND BANKING 


DEPOSIT CURRENCY, CREDIT, AND CREDIT 

INSTRUMENTS 

Deposit currency, as already indicated, constitutes the main 
means of payment and supply of money. Such deposits (check¬ 
book money) are handled primarily by commercial banks. 
These deposit operations of commercial banks usually involve 
credit transactions and credit instruments. 

Credit Transactions. Credit transactions are the purchase 
or loan of goods, services, or money in the present with a 
promise to pay in the future. By the use of credit, more ex¬ 
changes are possible, and actual money transfer is eliminated 
through the banking system by cancellation of debits and 
credits. Bank credit is elastic and varies with the volume of 
trade. Loans and deposits increase when business is expand¬ 
ing; when business declines, old loans are paid off faster than 
new loans are made, and credit contracts. Banks also attract 
surplus savings and make them available to industry. Inter¬ 
mittent seasonal activity is replaced by more uniform produc¬ 
tion throughout the year. 

Personal credit which is an individuaks promise to pay 
has limited acceptability. Bank credit, which is the bank s 
promise to pay, has general acceptability. Personal credit 
(promissory note) is exchanged for bank credit (deposit sub¬ 
ject to check) so it may have wide circulation. Conimeretol 
credit, the promise of a manufacturer, wholesaler, or retailer 
to pay, was very important in early industry. 

Credit Instruments. 

The Check. It is written by a depositor who orders his 
bank to pay a certain amount of money to some Pf son, hrm, 
or organization, to the bearer, or to himself. The bank debits 
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the amount from the deposit and gives the payee cash, or crc<lits 
the sum to his deposit account. A check rarely serves for more 
than one transaction. Frequently payment by check is the 
equivalent of a cash transaction. It is a deferred payment or 
credit transaction if cash is needed immediately. 

The Promissory Note. This one-name paper is a simple 
promise to pay signed by the debtor. It may be made out to 
an individual or to a bank. It may be unsecured or secured 
by collateral, usually stocks or bonds, which the creditor may 
sell if the note is not paid. The promissory note becomes a 
“two-name paper” when the creditor, rather than wait for it to 
mature, endorses it (which makes him liable if the debtor does 
not pay) and has it discounted at his bank. In this event the 
bank holds the note until it matures and the debtor pays the 
bank or has the note renewed. 

The Bill of Exchange or Draft. This is an order to 
pay drawn up by the creditor. When the debtor signs it and 
writes “accepted” on the bill, it becomes an acceptance. If the 
debtor’s bank accepts the bill, it becomes a banker’s acceptance 
or banker’s bill. 


CLASSES OF BANKS AND FUNCTIONS 


Commercial Banks. Commercial banks are organized in 
very much the same way as any corporation. The balance 
sheet shows both assets and liabilities; in a solvent bank these 
are always equal. State banks are chartered under state laws; 
national banks and Federal Reserve Banks are chartered under 
federal law. There are a few private, unincorporated (partner¬ 
ship or individual) commercial banks. 


The traditional function of all commercial banks has been 
to supply industry with circulating capital in the form of short¬ 
term, self-liquidating loans. Incidental functions may include 
a savings department, a trust department, an investment depart¬ 
ment, a foreign exchange department, and a safe deposit depart¬ 
ment. 

Loans. These are made by taking a borrower’s promissory 
note and giving him the privilege to receive money on demand 
from the bank—i.e., establishing a deposit, or by giving him 
money. If the note is drawn with interest, the borrower agrees 
to pay the principal plus the interest at maturity. (On a loan 
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of $100 at 6 per cent interest the borrower would pay $106 at 
tile end of the year.) If the note is discounted, the interest is 
deducted from the principal in advance. (The borrower would 
receive $94 but would pay back $100 at the end of the year. 
The $6 is called the discount, and $94 is called the proceeds.) 
Discounting is slightly more expensive for the borrower be¬ 
cause interest is calculated on the amount asked for ($100) 
and not on the amount actually received ($94). In general 
discount and interest rates for similar foans are identical. 

Commercial banks increase their assets when they make 
loans and discounts, and at the same time they are adding to 
their liabilities in the form of deposits. If cash is loaned, the 
assets are increased by the amount of the promissory note, de¬ 
creased by subtracting the proceeds from the reserve, and the 
discount is added to the liabilities in the form of undivided 
profits. Loans may be repaid in cash, by a check on the bor¬ 
rower’s deposit in this bank, or by a check on his deposit in 
another bank. Loans and discounts and deposits tend to rise 
and fall together. Credit extension is limited by the volume of 
the bank’s legal reserves which can be increased, as indicated 
later, in a number of ways. 

Deposits. A depositor has the right to demand money from 
a bank; a deposit is the obligation of the bank to pay money on 
demand. Time deposits usually require a thirty-day notice of 
withdrawal. Deposits are primary when actual cash, checks, 
or drafts on other banks are deposited. Deposits are derivative 
when they are created by a loan or are accumulated in anticipa¬ 
tion of repayment of a loan. Deposits, liabilities of the bank, 
should not be confused with the reserve, an asset of the bank. 
Deposit liabilities are secured in a general way by the bank’s 
cash reserve; its claims against other banks: the personal credit 
and collateral security behind its loans and discounts: and its 
investment in bonds and property. In national banks and some 
state banks the depositor is afforded additional security by 
the Federal Deposit Insurance program. 

Reserves. Working reserves consist of the actual cash on 
hand with which the bank pays off depositors or gives cash 
when it is requested in a loan. Secondary reserves are the 
securities held by the bank which can be quickly converted into 
cash. The ratio between the reserves and liabilities is fixed 
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by law (see below). As a bank’s business (loans and dis¬ 
counts) increases, the reserve ratio is lowered and the bank 
becomes less safe. The amount of reserve above tlic legal 
minimum which a bank may keep and be safe depends on the 
state of public confidence, the stability of industry, and the 
number and nature of its deposits. Bank reserves seldom ex¬ 
ceed one quarter of the demand liabilities, because a simultane¬ 
ous demand for cash from all the bank’s creditors would be 
most unusual. The reserve ratio is increased by selling securi¬ 
ties. by rediscounting commercial paper, and by discouraging 
borrowing. It is reduced when borrowing is made attractive 
and loans result, and when securities are bought. In the United 
States the legal reserve to be held against deposits of a member 
bank of the Federal Reserve System consists of its deposits 
with the Federal Reserve Bank of its district. Nonmember 
banks’ legal reserves are defined by state laws and are not 
uniform. 

Clearance. This is a system of interbank bookkeeping 
whereby debits and credits of various banks are balanced and 
canceled In cities a clearing house is established by the banks. 
Each bank sends in all the checks on other banks which it has 
received. The total claims of each bank are checked off against 
the total claims of all other banks against it. Each bank then 
pays to or receives from the clearing house only the net bal¬ 
ance which is due. A bank outside the association may clear 
through a member bank. Out of town checks are sent through 
the mail. The Federal Reserve Bank in each district acts as 
a clearing house for that district by making on its books the 
proper entries of debits and credits in member banks’ reserves. 
The Gold Settlement Fund in Washington makes the necessary 
adjustments in the gold certificate reserves carried by each 
Federal Reserve Bank and is used as a clearing house for the 
whole Federal Reserve System. The interbank transfer of 
money is eliminated. 

Note Issue. This is a privilege (with legal restriction as to 
amount, denomination, and forms of security) of the Treasury 
and the Federal Reserve Banks. Bank notes (paper money) 
are promises of banks to pay money on demand. Bank notes, 
like deposits, are liabilities of the bank issuing them. In nearly 
all countries ^e central bank is tlie only bank which now has 



^34 Principles of Economics 

the privilege of issuing bank notes. Commercial banks’ exten¬ 
sion of credit in the form of checking accounts has replaced 
their former issuance of bank notes when making a loan. 

Modern Tendencies. In commercial banking one tendency 
is toward consolidation and concentration, with large banks 
assuming many diverse functions as integrated units. Another 
tendency is toward specialiaotion in banking. Branch banking, 
permitted by the McFadden Act of 1927 and liberalized by the 
Banking Act of 1933, is now quite common within many states, 
but nation-wide branch banking has not yet developed. In 
some states chain or group banking, with control centered in 
a holding company, is extensive. More efficient management, 
more profitable use of deposits, and opportunity for loan diver¬ 
sification are some of the advantages of chain banking. In 
addition to these advantages of chain banking, branch banking 
offers other advantages: greater economy in reserves, greater 
uniformity in interest rates, and greater geographical mobility 
of funds. 

Investment Banks. Investment banks provide industry 
with huge long-term loans. These funds are used for per¬ 
manent capital equipment. The bonds and stocks of a corpora¬ 
tion may be taken over by the investment bankers who attempt 
to sell them to the investing public at a profit. The most promi¬ 
nent investment banks are large private enterprises. 

Mortgage banks and agricultural credit institutions (such 
as the Federal Farm Loan system which will be discussed in 
another chapter) arc investment banks of a special kind. 

Trust Companies. Although trust companies perform 
most of the functions of commercial and investment banking, 
they are chiefly concerned with the duties of trustee, administra¬ 
tor, and executive. They hold property, funds, and estates in 
trust: act as guardians for minors: execute commissions, etc. 
The kinds of investment open to trust companies are limited by 

law. 

Savings Banks. Tiiese banks gather together small savings 
and invest them in long-term securities. Since safety rather 
than profit is the aim of savings banks, resources are invested m 
conservative securities. Savings deposits are not transferable 
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by check, and notice of withdrawal is often required. Savings 
banks are of many kinds—Stock, Mutual, Postal Savings, 
School Savings, and Insurance companies. 

Miscellaneous Financial Enterprises. 

Notebrokers. Notebrokers deal in commercial paper for 
a commission and endeavor to bring buyers and sellers of such 
paper together. 

Commercial Paper Houses. Commercial paper houses 
buy commercial paper directly and sell to banks, insurance com¬ 
panies, and investors for a higher price. Such houses provide 
a wider and cheaper market for the businessman’s notes and a 
variety of commercial paper for banks which would otherwise 
be confined to local investments. 

Building and Loan Associations. These organizations 
deal in mortgages and assist people in building or buying homes. 

Morris Plan Banks and Co-operative Credit Unions. 
These firms provide consumers and small producers with loans 
based on the kind of security a small borrower is able to offer. 

Professional Moneylenders or *‘Loan Sharks.” 
Patmibrokers, chattel loan and salary loan brokers extend 
credit at exorbitant rates of interest and often refuse to allow 
partial payments on the principal. The fact that these extortive 
lenders exist may be evidence of a defect in our loan system— 
borrowers were unable to secure credit elsewhere. 

BANKING SYSTEMS IN THE UNITED STATES 

Banking before the Civil War. Prior to the Civil War 
the national government had no direct control over the banks 
of the country. The early colonial banks had issued notes freely 
with little security. The United States Bank (1791-1811) and 
the Second Bank of the United States (1816—1836) were con¬ 
servative, ably-managed institutions which performed their ’ 
functions well. Political opposition, however, prevented the es¬ 
tablishment of another central bank in the United States, and 

government established (1840) an independent treasury 
for the government funds. 

^ Banking laws and practices in the various states differed 
widely and were loosely supervised. Local banks, except in 
conservative New England, were often reckless and unsound. 
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Note issue was chaotic, uusafe, and nonunifonn. Reserves were 
inadequate and money panics were frequent. Counterfeiting 
and “wildcat" banking in tlie frontier regions caused wide¬ 
spread loss. Such was tlie situation in 1863 when Congress 
was faced with the problem of financing the Civil War. 


The National Banking System. 

Legal Requirements. The banking laws of 1863-1864 
created national banks under tlie supervision of the federal 
government. Note issue and capitalization were based on the 
purchase of government bonds. A 10 per cent tax was put on 
the note issue of state banks which gave the national banks 
a virtual monopoly. The banking law in 1900 was as follows : 
to organize a national bank, stockholders must have a mini¬ 
mum capital which varied from $25,000 in towns less than 
3000 to $ 200,000 for cities of more than 50,000 population. 
Note issue was not to exceed the amount of capital stock of the 
bank: as sccuritv. United States government bonds equal to 
the amount of the notes issued and lawful money equal to 5 
per cent of the notes issued were deposited with the United 
States Treasury. The ratio of reserves to deposits was as fo- 
lows : for country banks. 15 per cent; for reser^^ city ^ 

per cent; for central reserve city banks (St I.onis, Chicago, 
and New York), 25 per cent. Only a part of the reserves ei^- 
cept for the last group needed to he kept in the hanks own vault. 

u!-hinnity aiidlafery were now 

ever was too rigid since hanks were prohibited from extenc 
ing credit when the reserve fell below the above minimum re- 

dTTi-cts of the Requirements. The defects of the sys- 
tem^^Her:^ lund the note issue 

business recession when the price K accentuated the re- 

(and thus contract the ^• prosperous periods, 

cession. The opposite was true during ,„,ir 

Since hanks were permitted ‘ were immediately 

deposits in other banks, all surplus reserves 
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deposited to draw a small rate of interest and most of them 
found their way to New York. Such pyramiding led to inade- 
quate reserves for the country as a whole. When panics oc¬ 
curred in one part of the country, other banks would not 
co-operate. The New York banks were often tempted to use 
their reserves to extend credit to stock market speculators, and 
the whole country was affected by any financial disturbance in 
New York. There was no unified management of the entire 
banking system. 

The Federal Reserve System. Money panics and numer¬ 
ous business failures made a new banking system imperative. 
The Aldrich-Vrceland Act, 1908, permitted National Banks 
to issue notes, under heavy tax, on security other than gov¬ 
ernment bonds. In 1913 the Federal Reserve System was 
adopted. It improved the banking system, but many defects ap¬ 
peared during the boom years 1927—1929 and subsequent depres¬ 
sion, such as lack of central control over an excessive number 
of small independent banks, continued concentration of loan 
funds in New York banks for speculative purposes, and the 
largest number of bank failures on record. The Banking Acts 
of 1933 and 1935, and other supplementary legislation designed 
to eliminate these defects, have made fundamental changes in 
the system. 

Organization of the Federal Reserve System. 

Board of Governors. This board of seven members, ap¬ 
pointed by the president with the consent of the Senate for a 
term of fourteen years, represents the government and cen¬ 
tralizes control over the entire banking system. The Board 
has the following important powers: (1) to compel one Federal 
Reserve Bank to loan to another (rediscount its commercial 
paper) ; (2) to control open-market operations of the Federal 
Reserve Banks; (3) to alter the reserve requirements of mem¬ 
ber banks (double statutory requirements if deemed neces¬ 
sary) ; (4) to review and determine the discount rates of the 
Federal Reserve Banks; (5) to issue or withhold supplies of 
Federal Reserve Notes from a Reserve Bank; (6) to control 
completely the rediscounting of commercial paper (types and 
amount) by a member bank; (7) to regulate the payment of 
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interest on time and saving deposits by member banks (pay¬ 
ment of interest on demand deposits is prohibited) ; (8) to 
control credit used in margin accounts for security speculation 
(Securities Excliange Act, 1934) and to regulate generally the 
speculative use of credit. 

Federal Open-market Committee. This committee consists 
of the Board of Governors and five representatives of the 
twelve Reserve Banks. The committee formulates regulations 
for open-market operations and directs the actual transactions. 
It centralizes control over an important central banking func¬ 
tion and eliminates the former dominance of the Federal Re¬ 
serve Bank of New York. 

The Tzvelve Federal Reserve Districts. These districts 
divide the country into sections with a bank in each city named. 
The district numbers and cities are as follows: 1, Boston; 
2, New York; 3. Philadelphia; 4, Cleveland; 5, Richmond; 
6 , Atlanta; 7, Chicago; 8. St. Louis; 9, Minneapolis; 10. Kan¬ 
sas City; II, Dallas; 12, San Francisco. Besides the twelve 
Federal Reserve Banks there arc twcnty-f^)ur branches. 

Federal Re.<;erve Banks. Each bank is a corporation owned 
by the niember banks in its district. National banks are re¬ 
quired to become members and to subscribe 6 per cent of their 
capital and surplus to the stock of the Federal Reserve Bank. 
Tile minimum capital for national banks is now $50,000 (more 
for those in larger cities) and the same requirement for mem¬ 
bership applies to state banks. All national banks 
to build up their surplus out of earnings to a level of 100 per 
cent of their stock. Membership is optional for state 
mutual saving banks, and trust companies. Although slightly 
less than half the banks are now members of the Federal Re¬ 
serve System, they dominate the commercial banking system 
Member banks account for about three-fourths of the total 


deposits, loans, and investments. * . r 

Directors of Federal Reserve Banks. A board of direct 

(nine members for three year terms) determines the policy 
and manages each Federal Reserve Bank subject to the control 
of the Board of Governors of the Federal Reserve System. The 
directors are divided into three groups; Class A three elected 
bv member banks as their representatives; Class B. three 
elected by member banks to represent commerce, agriculture. 
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and industry; Class C, three appointed by the Board of Gov¬ 
ernors of the Federal Reserve System. The directors appoint 
a president (five-year term) subject to the approval of the 
Board of Governors. 

Functions of the Federal Reserve Banks. Federal 
Reserve Banks are bankers’ banks and most of their business 
is with member banks, with each other, and with the govern¬ 
ment. 


Centralization of Reserves, Since 1917 the only reserves 
required of member banks are deposit credits in the Federal 
Reserve Banks. Till money (about 5 per cent of demand de¬ 
posits) is, of course, kept on hand. The minimum per cent of 
demand deposits required as reserve varies—7, 10, or 13 per 
cent depending on the size of the city in which the member 
bank is located. All time deposits require a 3 per cent reserve. 
The Board of Governors may alter these requirements with a 
maximum limit of 14, 20, and 26 per cent in order to control 
credit expansion or contraction; any changes apply generally 
and not to an'individual bank in the system. Federal Reserve 
Banks are also required to hold certain reserves. Back of their 
deposits each must maintain a 25 per cent reserve in gold cer¬ 
tificates. and against outstanding Federal Reserve Notes a 
25 per cent reserve in gold certificates. Adequate funds are 
now available in all parts of the country. In case one district 
has greater need for cash at a certain season, it can call on 
Federal Reserve Banks in other districts to come to its aid. 

Rediscounting, Borrozving, and Open-market Transactions. 
J-ederal Reserve Banks may rediscount certain commercial 
paper-notes drafts and bills of exchange which arc of short 

berT M requirements for their mem- 

bers Member banks may also borrow on their own promissory 

Xr rr. 1 ^ government securities or 

other collateral satisfactory to the Federal Reserve Bank. 

Thus a member bank may quickly increase its funds or add to 

crediHn' Bank and continue to extend 

credit m times of unexpected demands. When different parts 

ma?d“counT Banks 

may discount commercial paper for each other. Federal Re¬ 
serve Banks, with the consent of the Board of Governors are 
P rmitted to raise or lower their discount rate. M'hen the’ dis- 
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count rate is raised, borrowing is made less attractive and 
credit is restricted; when the rate is lowered, borrowing is 
more attractive and credit is expanded. Federal Reserve Banks 
may buy or sell certain investments (primarily bankers’ ac¬ 
ceptances and government securities) on the open market. Such 
transactions along with the manipulation’of the discount rate 
have a stabilizing effect upon the money market. To ease the 
market, the Federal Reserve Banks would buy securities and 
put funds into circulation; to tighten the market, they would sell 
securities and contract the funds. This important function is 
controlled by the Board of Governors. 

Note Issue. Federal Reserve Banks issue Federal Reserve 
Azotes which are secured by a minimum 25 per cent gold cer¬ 


tificate reserve and enough commercial paper and government 
bonds to make up 100 per cent. About three-fourtlis of the 
monev in circulation (excluding demand deposits) consists of 
Federal Reserve Notes. National Bank Notes were officially 
retired in 1935, and Federal Reserve Bank Notes are being 
retired. Note issue has become (properly) a public monopoly. 

ElasUcilv in note circulation has at last been established. 
Member baiiks may withdraw parts of their checking accounts 
at the Federal Reserve Banks of their district in the form of 
Federal Reserve Notes when there is a demand for currency. 
Thus Federal Reserve Notes get into circulation Sometimes 
new funds enter the market when businessmen ask for loans and 
put up commercial paper as collateral; member banks sell he 
paper to Federal Reserve Banks; a Federal Reserve Bank dis¬ 
counts the paper and gives the bank Federal Reserve Notes the 
“er baV now liL increased funds with which to extend 
credit to businessmen. The circulation of Federal Reserte 
Notes contracts in the following manner; businessmen pa> o 
die r notes to banks; banks send their surplus reserves to the 
Federal Reserve Banks; Federal Reserve Banks sort on tl^r 
notes and release the gold certificates, commercial paper and 
government bonds which have been set 

U time bankers may send their surplus cash ° th Feeler 
Reserve (and much of it will be in form of Jcdcral Re er 
Notes') When Federal Reserve Notes are deposited at the 
Federal Reserve Banks of the district, they become a ^o^cce of 
51 r serve for the member bank in that they increase the 
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member bank’s checking account (or legal reserve) at the 
Federal Reserve. Federal Reserve Notes are (juickly retired 
because member banks are not allowed to count the notes them¬ 
selves as part of their legal reserves and because Reserve Banks 
when they receive a note of another Reserve Bank must ship it 
home. 

Miscellaneous Functions and Changes. The Federal Re¬ 
serve System acts as a clearing house for the banks of the 
country and provides a par collection system for bank checks. 
It serves in part as a fiscal agent for the government (sub¬ 
treasuries were abandoned in 1920). In order to prevent mem¬ 
ber banks from using commercial deposits as the basis for 
large investment loans, security affiliates and investment loans 
arc closely regulated. Holding companies which control other 
banks are subject to strict regulation. 

Effectiveness. The Federal Reserve System has suc¬ 
ceeded in eliminating local panics and seasonal money short¬ 
ages. During World War I it assisted the government in the 
sale of bonds and provided a controlled inflation. But it failed 
to check (in spite of warnings and raised discount rates), the 
speculative expansion of 1929. It failed to stimulate borrowing 
in the depression that followed although the discount rate in 
New York dropped as low as 1^2 per cent and extensive open 
market transactions were undertaken. The recent changes in the 
system, however, have for tlie most part greatly improved it. 
The control of credit is now sufficiently centralized in the Board 
of Governors to prevent a repetition of the speculative expan¬ 
sion of 1929. Credit control alone, however, is likely to prove 
ineffective in breaking the grip of a general business depression. 
To meet such an emergency a fundamental change from qitali- 
tative to quantitative credit control has been made. Formerly 
only certain types of commercial paper (short-term and highly 
liquid) were eligible for rediscounting at Federal Reserve 
Banks. The volume of such commercial transactions tended to 
regulate automatically the volume of note issue. Under the 
present system other collateral (less liquid than 90-day com¬ 
mercial paper) and government bonds may be used as the basis 
for note issue. Elasticity of note issue, or the quantity of notes 
and credit to be made available, is no longer restricted (quali¬ 
tatively) to the amount of certain types of commercial paper 
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arising from business transactions, but is regulated by the 
Board of Governors of the Federal Reserve System. This 
change in the elasticity of note issue and liquidity of loans is 
viewed unfavorably by some experts. Effective control of 
credit and business activity, however, requires two fundamental 
conditions: first, complete centralization of banking authority 
over the issue of notes; and second, the authority of the central 
banking system to deal in long-term as well as short-term pri¬ 
vate and government obligations. Recent changes in the Fed¬ 
eral Reserve System have contributed much to the development 
of an effective central bank system for the United States. 
Shortly before World War II, however, it became obvious that 
central banking policy alone is not sufficient as a tool to miti¬ 
gate business fluctuations. Fiscal policy in conjunction with 
monetary policy must be used. For example, the time of imposi¬ 
tion of taxes and varied rates of certain taxes must be u^ed 
along with monetary policy in an attempt to offset fluctuations 
in general business conditions. Complete government owner¬ 
ship and operation of banks may be necessary to control effec¬ 
tively money and credit. Bank failures have been a serious 

problem among the approximately 14,500 ' 

Nearly 6000 banks failed during the period 19_1-19_9: nearly 
9000 during the period 1930-1933. About 1000 in the first 
period and over 2000 in the second period were member banks 

of the Federal Reserve System. 


Other Important Changes in the Banking System. 
Federal Deposit Insurance Corporation. This corpo¬ 
ration, managed by three directors (two appointed by the 
president and the Comptroller of the Currency, is authorized 
L purchase, hold, and liquidate the assets of na lona 

and state banks and to insure in part the d^°f ^ 'S' 
banks The capital was provided by the s.ale stoc 
Treasury ($150,000,000) and to the Federal Reser^ Bank^ 
(each subscribed half of its surplus, appro.ximate total $140 

000 000) All Federal Reserve member banks are requir 

Sfeent p'er year ofl'ts'total deposits. Individual deposits in 
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the insured bank are insured up to $5,000. Payment of inter¬ 
est on demand deposits is prohibited and interest rates on time 
and saving deposits are regulated by the corporation (for 
insured banks not members of the Federal Reserve System). 
Practically all banks are now insured and most depositors (small 
accounts of $5,000 or less) have full coverage. 

The prohibition of interest payments on demand deposits 
is a constructive measure designed to prevent excessive compe¬ 
tition among banks for deposits. If the FDIC supervises care¬ 
fully the operations of its members, small depositors will be 
protected against loss. 

Reconstruction Finance Corporation. This corpora¬ 
tion is an emergency bank created by Congress in 1932 to fur¬ 
nish loans primarily to financial institutions which in turn 
woul^ be enabled to lend more freely to business enterprises. 
.Its capital of $500,000,000 is supplied by the government, and 
the Secretary of the Treasury is a member of the board of 
directors. Through the RFC the government has acquired a 
heavy financial interest in the banking system and the railroads. 

Federal Home Loan Program. In 1932 a system of 
twelve federal home loan banks was created. In February, 
1942, the Federal Home Loan Administration became a unit 
in the new National Housing Agency by order of the president. 
The duties—duties with regard to the Home Loan Banks, tlie 
Home Owners’ Loan Corporation, the Federal Savings and 
Loan Insurance Corporation, and the sponsoring of the Fed¬ 
eral Savings and Loan Association Movement—of its former 
governing board were transferred to the Home Loan Bank 
Commissioner. The capital of the twelve Federal Home Loan 
Banks IS supplied by the government and by home financing 
institutions which become members of the system. The twelve 
banks are bankers’ banks and lend primarily to their members. 

Iney also are a source of long-term credit to supplement local 
home mortgage funds. 


The Home Owners’ Loan Corporation was created in 1933 
to refinance mortgage loans of distressed homeowners Thus 
homeowners kept a million homes which they might other- 

had a chance to 

liquidate undesirable loans, and state and local governments 
were enabled to collect millions of dollars in delinquent taxes. 
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Specifically, the HOLC gave a homeowner a new mortgage and 
paid off the original mortgage with its own government guaran¬ 
teed bonds. The Corporation also appraised property at levels 
adopted to protect the real-estate market. 

The same act also created Federal Savings and Loan Asso¬ 
ciations (private, mutual associations under federal charter). 
They are members of the Home Loan Bank System. The plan 
is intended to encourage all building and loan associations to 
federalize and to standardize their practices. The Federal Sav¬ 
ings and Loan Insurance Corporation (1934) insures all in¬ 
vestors in Federal Savings and Loan Associations against loss 
up to $5,000. Insurance is optional for other associations. 
Its capital of $100,000,000 is provided by the HOLC. 

Farm Credit Administration. Various agricultural 
credit agencies have been consolidated. Their orpnization and 
function will be discussed in the chapter on agricultural prob¬ 
lems. 


OTHER BANKING SYSTEMS 
The Bank of England is the great central l)ank which heads 
the highly centralized British banking system. Under it arc 
several (five dominate) large joint stock banks with thousands 
of branches and a few private banks. None of the banks suc¬ 
cumbed in the depression. The Bank of England has recently 
been nationalized. It receives deposits from the joint stoc - 
banks; it fixes the discount rate; it issues notes and manages 
the currency; it is fiscal agent for the government; and it is 
oHmaNira bankers’ bank“ Funds of the entire country are 
concentrated in London, and the Bank of England holds the 

T^ sink of France heads the French banking system and 

it too has been recently nationalized. For the most part the 

Bank ;f France is a bankers’ bank "'‘bough it has some dea - 
i„es with the public. It has the exclusive right to issue note . 

This is very important since deposit banking is 

Bali4 facilities are furnished by a few large banks in the 
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minion notes have been abolished and chartered bank notes will 
be reduced to 25 per cent of their capital.) Most of the bank¬ 
ing is carried on by an excellent system of large charterecj banks 
(ten since 1928) and their numerous branches. All banks must 
keep a 5 per cent reserve in the form of a dejwsit in the central 
bank or in its notes. Chartered bank notes are issued by all the 
banks in connection w'ith the discount of commercial paper, and 
are perfectly elastic. Notes are secured by the bank s assets plus 
a “safety fund,” to which each bank contributes 5 per cent of 
its note issue. The safety fund is held and administered by the 
government. If a bank fails, its notes are paid out of this fund. 
To replenish the fund the assets of the insolvent bank are sold, 
or other banks make further contributions. The notes expand, 
contract, and are cleared in about the same way as checks in our 
deposit system. No bank has failed since 1923. 

GENERAL REFERENCES 

Board of Governors of the Federal Reserve System, Dankimj Shuiics. 

-, The Federal Reserve System: Its Piirf>oses and Functions. 

Bradford, F. A., Money and Bankiiifj. 

Clark, L. E., Central Banking under the Federal Reserve System. 

Federal Resen^e Bulletins. 

Hardy, C. O., Credit Policies of the Federal Resen'e System, Brookings 
Institute. 

Harris, Seymour E.. Tzventy Years of Federal Reserve Policy. 

Prather, C. L., hloney and Banking. 

Spahr, Walter E., The Federal Reserve System and the Control of Credit. 
Thomas, Rollen G., Our Modern Banking and Monetary System. 

Westerfield, R. B., Banking Principles and Practice. 


O (P, ' 

. ^ ACC. NO . ^ 

V* . * J 




PRICE LEVELS: CHANGING 
VALUE OF MONEY 


THE RELATION OF MONEY AND PRICES 
In a previous chapter changes in the price of individual coin- 
niodities were analyzed on the basis of demand and supply for a 
given commodity. The assumption was made that tlie value of 
money remained constant. A commodity (gold or silver, or 
both), however, is usually selected as standard money, and 
other types of money and credit are completely or partially 
based upon it. Although the government may fix by law the 
price of grains of pure gold at one dollar ($35 per 

ounce), tlie value of gold and the money based upon it fluctuates 
with changes in its sup]>ly and demand. Since the demand for 
money arises because of its general acceptance in exchange for 
goods and services, its value or purchasing power is measured 
in terms of the amount of various goods and services for which 
it exchanges. All prices are stated in terms of money, and a 
general change in prices indicates a change in the value of 
money If the general price level rises, the purchasing power, 
or value of the dollar falls. Under the play of demand and 
supply individual prices fluctuate about a general price level 
but the general price level changes and carries with it individual 
prices. Changes in the general price level and the purchasing 
power of money are indicated by index numbers. 

INDEX NUMBERS 

Index numbers are calculated to represent the 
level for any given year or time period as compared with t e 
general price level of a given base year which is represented by 
100 To compare directly the multitude of prices from year to 
year would be an impossible task. During a ten year period. 
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moreover, a few prices might be rising while the remainder 
were falling and a comparison of each actual price change would 
give a confusing picture. Even changes in a few prices over a 
period of time are indicated more clearly by relative prices 
rather than by actual prices. For example, consider the average 
wholesale price changes of the following commodities: 


Year 

Wheat 

Milk 

Coal 

1913 

$0.91 per bu. 

$0,044 per qt. 

$2.34 per ton 

1914 

1.04 per bu. 

.042 per qt. 

2.39 per ton 

1915 

1.34 per bu. 

.04 per qt. 

2.48 per toll 


To compare quickly these price changes, the year 1913 may be 
taken as the base year (represented by 100), and each price for 
each commodity may then be expressed as a percentage of its 
price in the base year (for wheat, 1.04 .91 = 114 per cent; 

1*^4H- .91 = 147 per cent, etc.). 


Year 

Wheat 

Milk 

Coal 

1913 

100 

100 

100 

1914 

114 

95 

102 

1915 

147 

91 

106 


These price relations show readily the percentage changes 
m the price of each commodity from the base year. For in¬ 
stance, the price of wheat in 1915 relative to the price in 1913 
was 47 per cent higher. In order to show general price changes 
from year to year, the price relatives of all commodities for each 


year are combined in the form of an average or index num¬ 
ber for each year. Here, for simple illustration, only three 
commodities are used. The number and kinds of commodities 

index number depend upon tlic purpose 
o t e index. If an improper sample of commodities is used 
or 1 tEe collection of price and quantity data is inaccurate, the 
index IS erroneous regardless of the mathematical methods used. 

e selection of the base year is also important: its selection 
epends upon the purpose of the index. There are many types 
of average index numbers. 

Sunple Arithmetic Average. A simple arithmetic average 
o priw relatives is sometimes used to formulate an index num- 
cr* or example, in the above illustration the average for 


1913 is 100 . for 1914 the average is 104 

for 1915 the average is 115. The simple average index has 
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two defects. First, it has an upward mathematical bias—that is, 
it exagj^rcrates price increases and understates price decreases 
because increases in percentages can be infinite whereas decreases 
are limited to 100. Second, it gives equal importance or weight 
to changes in the price of dififerent commodities when their rela¬ 
tive importance is usually quite different. For instance, in the 
above example, wheat may be twice as important as milk (i.e., 
the total value of wheat exchanged in a given year may have 
been twice the value of milk) ; hence, its increase in price should 
he given twice as much weight as the decrease in the price 
of milk. Because of these defects, some expert statisticians ad¬ 
vocate the abandonment of the simple arithmetic average index 
number. Since it is easily calculated and readily understood, 
its practical use may be valuable—that is, if a 5 to 10 per cent 
margin of error is allowed. 

Weighted Arithmetic Average. A weighted arithmetic 
average corrects the defect of treating all price changes as 
equally important. For example, by n;ultiplying the price rela¬ 
tives of each commodity by a weight based on its importance 
and by dividing the results by the sum of the weights, a 
wei^dUed average index is obtained (e.g., in 1914 the above 

(114 X 2) + (95 X 1) 4- (102 X 1) _ 
index becomes --; 4 luo;. 

X^arious methods of weighting may be used, and the choice of 
methods depends upon the purpose of the index. Weighting, of 
course, introduces bias into index nunfliers. but usually the re¬ 
sults are more representative than those obtained from an un¬ 
weighted average index. (More elaborate index mimbcrs, such 
as Fisher’s ideal formula, eliminate some of the bias introduced 

by weighting.) 

Weighted Geometric Average. A weighted geometric 
average index of price relatives corrects both defects of the 
simple arithmetic average index. It has no mathematica uas 
either upward or downward, and gives less weight than the 
arithmetic average to extremely small and extremely large items. 
A simple geometric average of price relatives is ' 

in- the n“’ root of the p roduct of n relati ves (e.g.. m U14 the 

above index becomes V ll4 X 95 X 1^ = 103)- the geo 
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metric average is weighted, the root becomes the sum of tlie 
weights and the weights are exponents of the price relatives (e.g., 
in 1914 the above index becomes ^ 114^ X 95 X 102 = 106). 
(If many items are involved, the number, of course, is com¬ 
puted with logarithms.) 


Median Average Index. A median average index of price 
relatives is more accurate than the simple arithmetic average 
and is usually as accurate as the simple geometric average. It is 
easy to calculate; the price relatives for a given year are ar¬ 
ranged in order from the lowest to the highest, and the middle¬ 
most number is taken as the index for the year (e.g., in 1914 
the above index becomes 102). If data for weights are not 
available, the simple median and simple geometric average are 
preferred to the simple arithmetic average. 


Weighted Aggregative Index. A weighted aggregative 
index avoids the mathematical bias of the arithmetic average 
of relative prices and avoids the calculation of price relatives for 
each commodity. A simple aggregative index is calculated 
directly from the sum total of actual prices for a given year 
compared on a percentage basis with the sum total of prices 
in the base year. For example, if the original price figures cited 
above are added for each year, the result is $3,294 for 1913, 
$3,472 for 1914, and $3.86 for 1915. The simple aggregative 
index number for 1914 is 105 (i.e., the year 1913 is the base 
and $3,294 becomes 100 which makes $3,472 for 1914 on a 
percentage basis 105 or $3,472 - $3,294). Aggregative index 
numbers should be weighted. The weighting is accomplished 
by multiplying the actual quantities of commodities exchan^red 
in a selected year, or years, by the average prices of the co"in- 
modities in different years. The total value of all commodities 

1 compared on a percentage basis with 
the otal value in the base year. The index numbers most gen¬ 
erally used m the United States—those published by the United 
States Bureau of Labor Statistics-are of the aggregative type 
(present series) The revised series uses 1926 as the base 
year, includes almost nine hundred commodities (wholesale 
prices), and is weighted according to the values exch=.n».!t • 

1923, 1924 and 1925. Since I 92 I is nolonger a very ^uhabre 
base period, there is a trend toward shifting to a 1935-1939 
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base. The Bureau of Labor Statistics is using the latter period 
as a base year for its cost of living index number. 

The purpose of index numbers is quite varied. There are 
index numbers of the cost of living, retail prices, security prices, 
business cycles, national income, etc. They may be presented 
in tabular or graphic form. In this chapter index numbers are 
of interest as measuring devices to show changes in the general 
price level which reflects changes in the purchasing power or 
value of money. For example, if the index of prices is 127, 
the value of the dollar (called 100 for the base year) is inversely 
proportional, and the reciprocal is 79. As compared with the 
base year the purchasing power, or value, of the (wholesale) 
dollar fell 21 per cent. 


SECULAR PRICE TRENDS 

General changes in the price level usually extend over 
periods of ten to twenty-five years. These long-run rising or 
falling price movements are referred to as secular price trends. 
Superimposed upon these long-run secular price trends are 
short-run fluctuations of prices which are referred to as the 
business cycle. The nature of the business cycle and its relation 
to secular price trends will be discussed in the next chapter. A 
brief statement of the major secular price trends in the United 
States and their effects upon different income groups is given 

below. 


Price Trends in the United States. Wholesale prices in 
the United States for the period 1720-1947 were extremely 
high five different times—during the Revolutionary \Var, the 
War of 1812. the Civil War. World War I, and World \\ ar II. 
The cardinal lesson of price history is that war produces infla¬ 
tion and maladjustment of prices. War produces an abrupt rise 
in general prices (inflation) because the vast needs of the gov¬ 
ernment are usually financed by credit in the form of bon 
issues or paper money issues. Increased ta.xatmn to finance 
wars would largely eliminate inflation since total purclias g 
power is not greatly increased, but merely transferred from 
the taxpayers to the government. Some prices (war materials I 
would rise, but general prices would not increase greatly. - m 
taxes would be heavily increased and working cash reduced, 
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businessmen might borrow more from the banks to carry on 
trade and thus bid up general prices slightly. Increased taxa¬ 
tion, liowever, for war purposes is impractical because the re¬ 
turns are neither prompt enough nor large enough. If bond 
issues for war purposes were purchased largely out of current 
income, the amount of inflation would be slight—purchasing 
power would be merely transferred. Huge bond issues, how¬ 
ever, cannot be quickly sold unless bankers are willing to 
purchase large quantities and to extend credit to individuals 
for the purchase of bonds which increases total purchasing 
power. Paper money issues for war financing enable the <-ov- 
ernment to buy goods and services immediately, total purchasing 
power IS increased, and general prices rise. Some of the paper 
money may be used in bank reserves for the extension of addi¬ 
tional credit. As prices rise, government expenditures increase, 

needed; inflation is 

cumulative. The inflationary spiral begins slowly in its early 
stages but gams momentum very rapidly in the later phases 
Prior to the Revolutionary War there was an irregular but 
gradual rise m wholesale prices. From 1790 to 1814 the secular 

from IS^oTldownward, 

897 ’ 1897 downward, from 

in the Woi wl? n downward, and 

m tne orld War II period upward. Wholesale nr\ce< Ir, 
England followed trends similar to those in the United States 
Since England was not engaged in war during the United States 
Civ. War period, English wholesale prices of tLt neri^H 

trend did nm apJeTr in Engiynd*untnT873 ^ Th^' f 

prief fhTn^f uSnTfferenUnlm^^ general 

devastating factor in modern economiflTf^ Manv f‘”‘^' 

of years. -Either a high of a iL price level L f^kfaer ^ 

contractual economic relations have become 

a change from one to the other disrupts 

system. For example, if the secular pLe trend t'd“rd 
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(say the deflation period of 1865-1897) and the purchasing 
power of money is increasing, the creditor class gains and the 
debtor class loses. Farmers who borrow money to purchase 
land are heavy losers. Wholesale prices decline more rapidly 
than retail prices and farmers sell at wholesale prices and buy 
at retail prices. Suppose an older brother sold a farm in 1865 
for $5,000 in cash and a $10,000 mortgage to a younger 
brother and then retired to a nearby town. During the next 
fifteen years the younger brother agreed to pay interest at 6 
per cent and the principal of the mortgage. But jhe wholesale 
prices of farm products declined to a point in 1879 which was 
less than half as high as in 1865. At these prices the younger 
brother would have needed more than twice the usual output 
from the farm to meet his payments. (Frequently the more 
efficient farmers lose more in a deflation period than the less 
efficient farmers because they Incur greater costs in order to 
increase their output.) Probably by 1879 he had paid the in¬ 
terest and $2,500 on the principal. Apparently the younger 
brother now had a half interest in the farm, but the fall m prices 
reduced the value of tlie farm to half its former pnrehase 

price. His equity disappeared, and he deeded to 

Tlie older brother received $7,500 plus interest and still on ned 

L farm which he now sold for only $7,000 in «sh beca s 

many other farms were being sold for debts_ The pol tica 

prot«t of farmers during this period appeared n ’ <= 

the trreenback. populist, and silver movements.) If the san 

transaction had occurred during a period of « 

1R07 to 1913) the younger brother could casil> ha\e p* 

rjal am^ti,: oll-r brother could purchased nuwhjess 

with the $15.000 which he received for the ^ 

general price level fluctuates, the date of one . ,,,,,;ness 

A„y cl... cfcci....” f”? rr, J .. 

eluding creditors) gams from a I’ , ^ P,o„.|v ad- 

a rising price level. Rents, wages, the 

justed upward or downward to a new p ^ 

mansition to a higher price level, those , 

ber of dollars in the form of rents, ,, to 

their real income temporarily reduced. ‘increased, 

a lower price level, their real income is temporarily me 
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(During a price decline many workers may be unemployed, 
and hence, the gain of the working class may be partly offset.) 
Some of the injustice created by fluctuations in the general 
price level is alleviated by the fact that many individuals arc 
both creditors and debtors; they lose in one capacity but gain 
in the other. Nevertheless, a change in the price level may 
transfer billions of dollars worth of property from one class 
to another and dispossess countless individuals of their prop¬ 
erty, savings, and livelihood under a legal system based on the 
due process of law.” Under these conditions much economic 
activity becomes a grand gamble on the price level. 


EXPLANATION OF GENERAL PRICE CHANGES 

The theory or explanation of changes in the general price 
level and the purchasing power of money is still in the stage of 
hypothesis. It is complicated by the relation of short-run fluctu¬ 
ations in prices (the business cycle) to the long-run secular price 
trends. A statement and criticism of a widely accepted theory, 
the quantity theory of money, is given below. 


The Quantity Theory of Money. The basic principle of 
this theory is that general prices vary directly (not necessarily 
m exact proportion) with the quantity of money in circulation 
and inversely with the total volume of goods sold. If the quan¬ 
tity of money in circulation is doubled, other things remaining 
the same, the general price level will double and the purchasing 
power of money will fall to one-half its former value (i.e., 
the value of money varies inversely with the quantity of monev 
and prices). If the volume of trade is halved, other things rc' 
maining the same, the |^eneral price level will double. The rela¬ 
tion of money to commodities and general prices is usually ex- 

equation of exchange as follows: 

. + “ } amount of cash in circulation during 

a given period X average turnover of each cash dollar + amouid 
of credit in circulation X average turnover of each credit dol- 
lar _ average price at which goods are sold during the same 
period X total quantity of goods sold). The equaLn of ex¬ 
change IS a mathematical truism. It merely shows that the 
total supply of all kinds of money actually spent f nnt f i 

of money) for goods during a"given p^rfoTeSs “the Itl 
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demand for money—that is, the total value of all goods pur¬ 
chased during the same period. 

The equation of exchange, however, is made the basis of 
the quantity theory of money in which the analysis of cause and 
effe(^ becomes a debatable issue. Stated differently, the equa¬ 
tion is used to indicate that the price level, and hence the value 
of money, is the resultant of two primary causes—namely, the 
relationship between changes in the quantity of all kinds of 
money ancl changes in the volume of goods sold (i.e., P = 


MV -f M'V' 


) 


Some economists, however, maintain that the 


price level (P) is not the result, but the cause, of the changes 
in money and trade. The question of causal relationship also 
involves other items in the equation. 


Criticism of the Quantity Theory. In a critical analysis 
of the quantity theory explanation of changes in general prices, 
the distinction between long-run and short-run changes is im¬ 
portant. Tlie conclusion is that over long periods of time the 
quantity of money and credit in circulation is the most im¬ 
portant factor causing general prices to rise or fall; that changes 
in prices arc likely to be only approximately proportional to 
changes in the quantity of money; and that over short periods 
of time there is a complex interaction among the various items 
in the ecpiation of exchange in which the changes of the busi¬ 
ness cycle dominate the supply of money and credit m circula¬ 
tion No conclusive statistical verification of the conclusion 
exists, but statistical studies of secular price trends conform 
more closely to the quantity theory explanation han to any 
other hypothesis. Rigid quantity theorists <lo not •"'dmit t ^t 
price level changes are affected by every clement in the equa 

tion of exchange. They ignore 

factor because it causes changes in \ and \ . Y 

before the volume of M declines. Also, P m the equaUon is so 

comprehensive that it lacks significance. A senes of 
qualifications and interpretations of the quanti y y 

R “?:oN OP MOK.V atto Canmn Money and^it 
and M') over a long period tend to increase decease to 
gether. Over a period of a few years, however, the stock ot 
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money may increase without increasing the amount of credit in 
circulation. ^Vhen the stock of money has increased, central 
banks may for a time discourage, by means of open market 
transactions and manipulation of discount rates, an extension 
of credit. The use of credit, moreover, in the short run largely 
depends on the price changes of the business cycle. Business¬ 
men may be reluctant to borrow because of low prices (and 
tlius fail to bid up prices) even though the stock of money and 
potential credit have increased. In time, an increase in the 
stock of money in the form of bank reserves lowers discount 
rates because bankers make no profits from idle funds. Lower 
loan rates gradually encourage borrowing, and increased pur¬ 
chases cause prices to rise. Changes, then, in the stock of money 
and the potential credit based upon it. affect prices only as 

money and credit go into circulation over a long period of 
time.* 

Incomes and Price Changes. The nature of price changes 
produced by an increased supply of money and credit in circu¬ 
lation depends upon the source and use of the additional pur¬ 
chasing power. If the funds are available in bank reserves 
and are mainly used by businessmen, the process of price 
change will be slow. On the other hand, if the additional pur¬ 
chasing power IS released by the government (e.g., public 
works, relief aids, etc.) partly to businessmen and pard 7 to 
masses of workers and consumers, prices are likely to move 

upward more quickly. Changes in the incomes of different 
groups affect prices differently. i^erent 

Velocity of Money and Credit. Changes in the velocitv 
of circulation of money and credit (V and V') may temporarily 

rr?di> effects of changes in the supply of money and 

credit upon prices. For example, an increasb in the supply of 
money may temporarily not affect prices because 
additional money is hoarded, or an increase in mon 
may temporarily not affect prices because each unft^"^ 
more slowly. In both cases the price chants orth k' 

^hort-run velodty of cireXffon 
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because they are the forces determining individual or business 
clioices as to the average size of cash balances that will be held. 
In the long run, however, velocity of circulation depends upon 
population density, transportation development, and banking 
facilities. Over long periods the monetary habits of a given 
countrv are likely to remain fairly constant, and hence, an in¬ 
crease in money and credit will ultimately increase prices. 

Production and Prices. Changes in the quantity of 
money and credit in circulation may temporarily increase the 
volume of trade and not affect prices. Over short periods of 
time production capacity may not be fully utilized and an in¬ 
crease in money and credit may temporarily increase the volume 
of trade without affecting prices. In the long run, however, 
the volume of trade depends mainly upon the technique of pro¬ 
duction, and hence, a steady increase in the supply of money and 


credit would finally raise general prices. 

Gold Production and Prices. In a money and credit 

system based upon gold reserves, a long-run discrepancy be¬ 
tween the average rate of increase in gold production and com¬ 
modity production results in an upward or downward secular 
price trend. Tlie trend may be corrected by changes in the 
monetary stock of gold or by changes m the laws which ref¬ 
late bank reserves, "if the rate of gold production 

%Zut changes in the legal bank reserves) - - 

duced and a downward general price trend is generated. (A1 
thou4i credit becomes relatively scarce for most business ent 
pirefand precipitates a fall in prices, interest rates mi the 
L-erage during the period may be low because cyclical depres 

ii,” - =“<1 “Sts 

gold hoarding, particularly m oriental c®?" J. ^he 

nient of gold in internationa trade is f f " 
corrective process is slow partly because large » j 

“;:r:t%ieprnd upo.. the o new gold^ 

partly because the increase in monetary gold P 
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gradually through larger bank reserves and more liberal loan 
policy. 

Irredeemable Currency and Prices. Under conditions 
of irredeemable paper currency, changes in the quantity of 
money and credit usually affect prices quickly. Governments 
are likely to use irredeemable currency only in a time of great 
financial need, and hence, the amount of money in circulation 
is immediately increased. Since gold, if in circulation, is 
hoarded under these conditions, prices are not affected until 
more than enough currency is issued to replace the hoarded gold. 
If the irredeemable currency issue is closely controlled, prices 
may rise more slowly. 


REMEDIES FOR SECULAR PRICE CHANGES 

Remedial measures designed to eliminate secular price 
changes are numerous. All of them are subject to various 
criticisms, A criticism common to most of them is the difficulty 
of constructing an index number which will adequately reveal 
general price changes. General policy, moreover, with regard 
to long-run price stabilization is controversial. Should the lon^- 
run trend of general prices be held approximately constant, or 
be allowed to rise moderately, or to fall moderoiciy? With 
improvements in the efficiency of production, producers would 
probably benefit most in the first case; producers and possibly 
wage earners m the second (government debt burden also 
lessened); and consumers and creditors in the third case Be¬ 
cause of the devastating effects of extreme general price 
changes, many economists favor the trial of some remedial 
plan based upon existing index numbers. The value of money 
would then be related not to one commodity (gold) but to aH 

t^^e commodities included in the index numbe. SoL o these 
plans are set forth below. 

Contracts m Terms of Purchasing Power Sinr#» rr.r. 
tractual relations stated in terms of money (e.g., leases insur' 
ance. savings accounts, investments, salaries etc ) annreril? 
depreciate with changes in the pric; level, s^me in iustTee r Z 

pXTrtht dolir*iTftrpV7cflevel‘roTe a°^ 

index number agreed upon TtllrcLrct^^^^ 
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would be proportionally increased to maintain the same pur¬ 
chasing power as originally agreed upon. The merit of this 
plan is that it would not require legislative enactment and 
could be voluntarily tried in a limited number of suitable trans¬ 
actions. Its piecemeal character, however, is also a source of 
weakness. Since general prices would continue to fluctuate, a 
few protected contracts would be difficult to maintain, and their 
widespread use would be checked. The successful introduction 
would probably first require government adoption. 


International Control of Gold Production. Since gold 
production has been a basic factor in determining the trend of 
general prices, one plan of price level control involves establishing 
an international monopoly to regulate the output of gold. Sev¬ 
eral objections appear. First, various gold mining countries 
would probably not agree to an occasional forced reduction of 
their output and the resulting unemployment of their workers. 
Second, the plan provides only indirect control over bank credit 
and no control over the issue of paper money. Third, to in¬ 
crease gold output, costly subsidies would be necessary. 


The Stabilized Gold Dollar. The plan of “the stabilized 
dollar’' proposes to maintain a constant purchasing power for 
both money and credit dollars by varying the amount of gold 
in the gold dollar. Gold coins, of course, would be withdrawn 
from circulation and replaced with gold certificates which would 
be redeemable in gold dollars of varying weights. Variations 
in weight would be based on changes m a carefully constructed 
index number. In order to prevent excessive speculative profits 
in -old. variations in weight (not more than one every two 

months) could be limited to 1 per cent and 

would always buy gold at a price 1 per cent less than the price 

at which it would sell. 

International trade and finance relations ‘ 

obstacles to this plan. First of all, it would n;-" that tl e dojlar 

would sell at varying prices in terms of ^oteig ^ 

American e.xporters and importers would 

sometimes lose on their transactions f'‘S;” 

anticipated changes, in the gold weight ‘he dollar. Hedg g 

transactions would in part eliminate such S®'"® . 

the second place, sharp changes in prices (cyclical cha g ) 
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under this plan would enable foreign bankers to profit in Amer¬ 
ican money and would accentuate domestic booms and depres¬ 
sions. For instance, if prices fell sharply, a series of decreases 
in the weight of the dollar (say 1 per cent every two months 
for eight months) would accumulate. Foreign bankers would 
borrow funds in New York where interest rates were low as a 
result of falling prices, and would convert these funds into gold 
for shipment abroad where interest rates were higher. Later 
tlie loans would be repaid in New York in terms of the de¬ 
creased gold content of the American dollar. The foreign 
banker would gain both on the interest rates and on the decreases 
in the gold coirtent of the dollar. At the same time the with¬ 
drawal of gold from New York would tend to restrict credit 
and to accentuate the domestic depression. The active co¬ 
operation of the Federal Reserve Banks would be necessary 
under this plan to offset in part by credit expansion or contrac¬ 
tion the movements of gold. 

Managed Currency. This plan which seems to be most 
feasible at the present time, is discussed briefly in the chapter on 
money. 


International Monetary Co-operation. Since price levels 
in different countries are interdependent, any effective plan to 
control secular price trends must be based in part at least on 
international action. If the leading central banks of the world 
co-operated in the management of money or credit either on a 
inetal basis (gold or silver, or both) or on a paper basis, major 
changes in general prices would be largely eliminated. The 
difficulties, however, which block the way toward effective in¬ 
ternational control of general prices are formidable. Risino- 
prices might be successfully checked by means of international 
agreements among nations with regard to central bank discount 
rates and open market transactions. Falling prices, on the other 
hand might require additional co-operation in the form of 
pooled gold reserves, an internationally guaranteed paper cur- 
rency, a concerted public works program, and a tariff truce. 
National differences of a political and social character are grave 
obstacles to a high degree of international co-operation But 
effective co-operation to control general prices would, from 
time to time, require various nations to sacrifice their economic 
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advantages in international trade and finance (Chapter Twenty) 
in order to promote the general welfare of all nations—a sacri¬ 
fice which some nations are unwilling to make. The Inter¬ 
national Monetary Fund established in 1945 by more than 
forty nations to stabilize international monetary relations may, 
if supported by trade and employment co-operation, succeed 
in achieving international monetary stability. 
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Chapter Twelve 


BUSINESS CYCLES 


IMPORTANCE 

Short-run fluctuations (roughly from two to five years) in 
general prices which are characterized by business prosperity, 
recession, depression, and recovery are termed business cycles. 
As early as 1819 a Swiss economist, Sismondi, recognized and 
systematically investigated these short-run changes in general 
business activity. Although many able economists since that 
time have made extensive statistical studies of business cycles, 
no conclusive findings with regard to causes and remedies have 
been developed. Since business cycles during the last century 
have become increasingly severe with the increased complexity 
of economic activity, their analysis and control has become one 
of the most important problems in economics. Mass unem¬ 
ployment of workers in recurring periods of depression is an 
intolerable condition. 


BUSINESS CYCLE INVESTIGATION 

Correction for Secular Trend. A more concise concept of 
business cycles is obtained from a brief reference to the sta¬ 
tistical methods of investigation. Various noncyclical price 
movements are distinguished and eliminated by statistical de¬ 
vices from studies of business cycles. Secular trends in price 
movements over Jong periods of time form a base from which 
the cyclical fluctuations are usually measured. For example, if 
the secular price trend is upward, it may be statistically elimi¬ 
nated by making each month, from the index numbers of gen¬ 
eral prices, a deduction equal to the average montlily increment 
ot increase. 


in Variation. Seasonal variations 

m business activity which occur because of seasonal changes 
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in the weather, annual holidays, differences in the length of 
months, etc., are characteristic of many industries. Since these 
changes occur regularly, they are usually eliminated from sta¬ 
tistical studies of business cycles by dividing into the monthly 
index of general prices a number which is calculated to repre¬ 
sent the average seasonal variation. 

Key Industries. Index numbers of general prices, corrected 
for secular trend and seasonal variation, show only price changes 
which are greater or less than the long time trend or the usual 
seasonal change—that is, they show the cyclical and accidental 
price movements. The accidental price movements are irregular 
and may be the result of wars, strikes, earth(|uakes, etc. The 
cyclical movements exhibit some regularity and tend to appear 
in all major industries about the same time. Agriculture, be¬ 
cause its output cannot be quickly changed and depends in part 
on the weatlier, is an exception. Although cyclical price move¬ 
ments in various industries differ somewhat, there is enough 
uniformity to justify the construction of index numbers based 
upon key industries which are then used to indicate cyclical 
movements in general business activity. 


Regularity of Business Cycles. The degree of regularity 
in cvciical price movements is an unsettled point among econo- 
mists. Since the duration of the cycle, or any part of it. vanes 
front time to time, many economists contend that any prediction 
of price movements for more than a few months in the future 
is a mere guess. Recent experience seems to support this point 
of view. Therefore, there are disadvantages involved in the 
use of the term ‘•husiitess cycle” since it implies regularity as to 
frcqiiencv of occurrence and amplitude of fluctuations. Biisi- 
ness cvcl'es, however, do recur and economists hope that fore¬ 
casting nicthmls will be improved enough as 
lates to make estimates of future price ' 

more than half the cases, .^t present 

relv upon the analysis of Inisiness barometers “S bank 

clearings: railwav gross earnings; imports and 
put of coal, copper, iron, and steel: shipments of 8''“^ “ ‘ 
and livestock ; government crop reports; and transactions 

Nt‘w York Stock Exchange. 
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PHASES AND EFFECTS OF BUSINESS FLUCTUATIONS 

Prosperity. The phases of business fluctuations overlap 
and are dynamic. A description of the phases and effects of 
business fluctuations serves well as an introduction to a discus¬ 
sion of causes and remedies. The prosperity phase of a business 
cycle is characterized by rising commodity prices (particularly 
wholesale prices). Since wages, rents, and interest rates rise 
more slowly than commodity prices, profits increase in most 
industries. Rising prices and profits stimulate speculative buy¬ 
ing of securities and commodities. Sales improve greatly, pro¬ 
duction is increased (old plants are fully utilized and new ones 
built), and employment is provided for most workers. The 
eager demand for credit gradually forces up money rates. The 
general scramble to produce, sell, and manipulate commodities 
tends to discourage increased efficiency in production. 

Recession. The recession phase of a business cycle is fre¬ 
quently precipitated by a spectacular crash of security prices 
and the failure of a few large banks heavily involved in the 
financing of security and commodity speculators. The specu¬ 
lative buying of securities and commodities finally reaches a 
limit. Increased sales resistance and higher costs stop the rise 
of prices and profits. Bank loans become more costly and more 
difficult to obtain. Securities and commodities, purchased on 
the basis of anticipated future increases in prices and profits, 
are offered for sale, and a general selling movement at lower 

prices develops. A feeling of uncertainty permeates business 
activity. 

Depression. Once the selling movement at lower prices de¬ 
velops, the depression phase of the business cycle quickly ensues. 
Lenders refuse new loans and attempt to collect outstanding 
loans. Borrowers in a desperate effort to remain solvent force 
sales at even lower prices. Efforts to lower costs of production 
usually appear first in the form of pay-roll cuts and salary re¬ 
ductions Production is curtailed, and unemplo>Tnent increases, 
financial and commercial bankruptcies become widespread, 
f^al ^tate mortgage foreclosures become general, and con- 
s^ction ceases. Wages, rents, and money rates gradually de¬ 
cline in the wake of falling commodity priebs. Consumer pur- 
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chasing power declines, and accumulated stocks of commodities 
are slowly disposed of at prices greatly below their cost of 
production. The pessimistic outlook for profits discourages in¬ 
vestment ; short-term money rates become low in relation to 
long-term rates. The hoarding of money may assume large 
proportions. 

Recovery. The recovery phase of a business cycle develops 
when costs have become adjusted to the lower price level and 
when accumulated stocks have been largely consumed. Banks 
which weathered the storm accumulate large reserves, and credit 
is available on favorable terms. Lower wages and rents, how¬ 
ever. as well as new improvements in production, encourage 
businessmen to borrow and to increase production as soon as 
depleted stocks improve prices. The liquidation of real estate 
ceases and the apparent surplus of houses disappears. The 
construction iiulustry resumes activity, unemployment decreases, 
purchasing power increases, and a gradual rise of prices and 
profits develops. 

Effects. The devastating effects of cyclical fluctuations in 
business need no elaboration. Boom periods encourage waste¬ 
ful methods of production and speculative manipulation of 
securities. Periods of depression result in huge wastes in the 
form of idle men and idle capita! equipment. Friction between 
employer and employee becomes intense. Debtors, and some¬ 
times creditors, suffer severe hardships. Tn general, cyclical 
changes increase the gambling element in business; speculative 
buying and selling, clever extension of credit, and favorable 
financial connections become almost as important as efficient 

production. 


CAUSES OF BUSINESS CYCLES 

From the above description of a business cycle there emerges 
the idea that business cycles are self-generating—one phase de¬ 
velops conditions which produce the next stage an PJj 
indefinitely. But what are the factors which produce the initi 
instability and continue the fluctuating momentum. Ihe num¬ 
ber and diversitv of answers to this question are likely to con¬ 
fuse most students. The diverse answers, however, of many 
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^le economists suggest that there is no specific factor whicli 
may be labelled as the cause of business cycles, but rather that 
a group of factors interact under a general impulse to produce 
cyclical fluctuations in business activity. The general impulse 
is the profit motive. The interacting factors arc listed below. 

Producers and the Profit Motive. Producers in a dy¬ 
namic, competitive system must act quickly to utilize profit op¬ 
portunities. The initial opportunity may arise because of 
external factors, such as the outbreak of a war, variations in 
agricultural output in different years, changes in the trade and 
finance policies of governments ; or because of internal factors, 
such as improvement in the technique of production, business 
consolidations, and more effective sales promotion. Over a brief 
period of time the pressure to make profits is likely to find some 
outlet which results in a headlong rush on the part of pro¬ 
ducers somewhat similar to the movement of sightseers on an 
excursion boat. Producers in a few industries, or in several in¬ 
dustries, see the same opportunities and attempt to exploit 
them. Since production is roundabout and output cannot be 
greatly increased at short notice, no single producer can gauge 
the future total output of all producers in a given industry. 
The demand for capital equipment and raw materials mounts 
rapidly, and other industries are involved in the scramble for 
profits. A spirit of optimism spreads rapidly through the busi¬ 
ness community. Over-production in certain industries or mis¬ 
directed production is the inevitable result of a cumulative unco¬ 
ordinated process of production. Competition to sell accumu¬ 
lating stocks of goods to consumers who have purchased all 
they desire of certain commodities, or who lack the purchasing 
power to buy, finally results in price cuts. A price decline ini¬ 
tiates a cumulative process of liquidation because of financial 
commitments made on the basis of anticipated profit oppor¬ 
tunities. 

Bankers and the Profit Motive. Bankers and other 
moneylenders compete in the loan market to make profits. 
Since production and the financing of production is usually 
closely interrelated, creditors may assume either a passive or 
active role in the misdirection and overexpansion of certain 
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industries. If financial interests dominate certain industries, 
they may lead the way in the exploitation of profit opportunities. 
Their role is also an active one when they buy and sell foreign 
and domestic securities for a profitable commission. On the 
otlier hand, bankers may be passive agents in providing short¬ 
term credit for commercial transactions—passive in the sense 
that under a competitive system of banking one banker is 
likely to lose profitable business to competitor banks unless he 
is willing to lend credit on equally favorable terms. Creditors, 
as well as producers, are unable to estimate the total output 
of competitive efforts in certain industries and are subject to 
the same competitive enthusiasms. Although interest rates rise, 
loans continue until reserve limits are reached. Only a very 
powerful central bank with the co-operation of foreign central 
banks would be able to control credit under these conditions. 
Many loans are made on the basis of new capitalizations and 
high-priced inventories. Output increases, sales resistance stiff¬ 
ens, pressure develops to restrict and recall loans, and a cumula¬ 
tive process of liquidation ensues. 


Lag in Purchasing Power and the Profit Motive. As a 
boom period develops under the collective efforts of producers 
and creditors to make profits, a third factor emerges which 
combines with misdirected production and limited credit to 
force liquidation—namely, the lag in purchasing power, par¬ 
ticularly among wage-earning groups and farmers. Price 
studies of boom periods indicate that some prices are more 
flexible than others—i.c.. that prices are a mixture of com¬ 
petitive, scmicompetitive, and monopoly prices. Since agricul¬ 
tural prices are highly competitive, they tend over a period of 
years to follow changes in costs. They may rise mocleratcly 
during a boom period (or fall if costs decline), but die rise is 
less relative to many industrial and retail prices. The farm 
population, therefore, becomes progressively and relatively a 
Lorcr market as the boom develops. Urban wages (especially 
industrial wages) and some salaries tend to rise during a boom 
period, but the rise is slower and relatively less as compared 
with most industrial and retail prices and profits. Since the rise 
in nearly all costs tends to lag behind the rise m many industrial 
and retail prices, the profits of many enterprises, particularly 
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those enjoying a semicompetitive or monopoly position, are 
greatly increased. 

During the early part of a boom these changes cause no ap¬ 
parent difficulties. Some income groups (especially profit re¬ 
ceivers) are better off than other groups, but the increase in 
employment spreads prosperity through the entire economic sys¬ 
tem. Total income increases, spending and saving increase, 
and the opportunities for investment are abundant and at¬ 
tractive. Income not spent for consumption goods is spent for 
capital goods which later will increase output of consumption 
goods. Expenditures for capital goods entail large wage dis¬ 
bursements for their manufacture. Consequently total con¬ 
sumers’ purchasing power tends to increase more rapidly than 
consumption goods, and their prices rise. Additional invest¬ 
ment is stimulated, and a rate'of expansion is generated which 
cannot be maintained. During this early part of a boom, there 
is a lead rather than a lag in total consumers’ purchasing power. 
Apparently the process could continue until there was full em¬ 
ployment of men and resources and a permanent state of pros¬ 
perity. 

The lag in consumers’ purchasing power, which finally de¬ 
velops and precipitates a crisis, is the result of a cumulative 
series of maladjustments. Production in many of the large- 
scale industries supplying articles for mass consumption slows 
up because selling becomes more difficult. Technological bottle¬ 
necks in some industries may result in sharp increases in costs 
and prices without any appreciable increase in output. Some 
of the increased output intended for farm consumers and 
other groups cannot continue to be sold at the prices main¬ 
tained because their incomes have not increased sufficiently. 
Other income groups do not wish to increase further their con¬ 
sumption of these articles. Speculative accumulation of stocks, 

rather than price reductions or shifts in production, is the ex¬ 
pedient adopted. 

Hoarding and the Profit Motive. MTien general income 
mcr^ses, moreover, spending on consumption goods increases 
but (largely because of the great inequalities in the distribu¬ 
tion of w^lth and income and inflexible prices) tlie increased 
spending is proportionately less. Saving by the group of large 
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income receivers increases greatly. Attractive investment op¬ 
portunities in industry for these savings are soon exhausted be¬ 
cause markets appear less favorable. There seems to be general 
overproduction. Some income groups cannot buy more at the 
prevailing prices, and other groups do not choose to buy more. 
Price reductions for the products, the costs of which were being 
lowered, would quickly dispel the mirage of general overpro¬ 
duction, but such reductions would lessen the accumulation of 
profits for the large income receivers. If a few enterprises, 
moreover, made price reductions, they would tend to lose rela¬ 
tive to enterprises which maintained prices. A shift in produc¬ 
tion from articles for mass consumption to superluxuries for 
the large income receivers would provide investment oppor¬ 
tunities if the large income receivers were willing to spend 
more and save less. Lavish expenditures, however, by this 
group would lessen their accumulation of capital and are usually 
not undertaken. 

During the latter part, therefore, of a boom period, savings 
or loan funds are diverted from long-term investment in pro¬ 
duction equipment to short-term speculation in securities, com¬ 
modities, and real estate. Some income may be saved and 
hoarded in the form of cash and idle bank deposits in anticipa- 
tion of lower prices. For the most part, the savings and loan 
funds used in this manner reduce total income because neither 
are they spent for consumption goods which would improve the 
opportunities for investment in industry, nor are they invested 
in a manner to increase the production of capital goods which 
would increase employment, wage disbursements, and consump¬ 
tion. Hoarding and the subsequent shrinkage of total income 
soon force a decline in some prices. The speculative use of loan 
funds for holding commodities and real estate continues until 
higher interest rates and the pressure of creditors s°me 

liquidations. In the security markets prices are •»<! «P 
available loan funds and credit are employed and a st bstantU 
group of speculators decide the game has readied its limit and 

unload their holdings on the market. Sporadic 

der these conditions quickly develops into a severe spira of de 

nation and a depression. Investment practically 
employment, especially in the capital goods industries, becomes 

widespread. 
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REMEDIES FOR CYCLICAL FLUCTUATIONS 

Since cyclical fluctuations seem to arise because of the way 
in which the profit motive operates and since the profit motive 
is the prime mover in the present economic system, the elimina¬ 
tion of severe fluctuations is a difficult and serious problem. In¬ 
dividuals and groups strongly enough entrenched fina'ncially to 
weather these fluctuations frequently argue for noninterference 
—they say that depressions will cure themselves. Liquidation, 
if allowed to continue, will finally end, but the argument con¬ 
tains no suggestion of how to care for millions unemployed 
during the process. Money wage reductions at the beginning 
of a depression are also suggested as a way of quickly ending 
the depression. Wages are costs and lower costs ease the transi¬ 
tion to a lower price level. The suggestion has merit if not only 
wages but also other costs (interest, rent) and inflexible prices 
are reduced in a manner to prevent unemployment. Shorter 
hours and more leisure is a helpful suggestion if output and in¬ 
comes are not reduced. But more leisure and less real income 
are inappropriate when a substantial portion of the population 
cannot maintain a healthful level of consumption. Constructive 
remedies for control of cyclical fluctuations try to solve the 
basic problem of unemployment, either by government regula¬ 
tion of the present economic system or by fundamentally chang¬ 
ing the entire system. 

Government controls are aimed at preventing and offsetting 
serious business fluctuations. The crux of the problem is that 
of maintaining or increasing the flow of income in order to 
maintain a high level of employment. If output and employ¬ 
ment lag, both consumers’ expenditures and investments may 
require expansion. If the savings planned by private individuals 
are greater than private investment plans—that is, hoarding is 
involved—government expenditures may be used to offset and 
compensate for the decrease of private investment. The upper 
limit to an expansion is the point at whicli investments and 
spending upon consumers’ goods absorb the total output with 
full employment of all available labor. Full employment is 
an optimum relation between consumption and investment. 
After full employment is reached, however, attempts to increase 

investment further will result in an unlimited rise in prices— 
pure inflation. 


170 


Principles of Economics 

Control of Money and Credit. Effective control of money 
and credit in a highly centralized banking system (discussed in 
previous chapters) alleviates greatly cyclical fluctuations. In 
the United States, Treasury and Federal Reserve policy affect 
the volume of money and credit. The Treasury Department 
exercises its influence through such activities as the sale of bonds 
to banks, the issue of new money, or the withdrawal of Treasury 
deposits in tlie commercial banks and the transfer of these de¬ 
posits to the Federal Reserve Banks. Federal Reserve policy is 
concerned with changes in discount rates, alteration of the rate 
on advances and variation of the degree of stringency in re- 
(juirements as to collateral for advances, open-market opera¬ 
tions, raising and lowering of the legal reserve ratio, changes 
in margin requirements, control of the volume of member bank 
security collateral loans, and control of installment credit. 
International co-operation by governments and central banks 
to control -secular price trends would make the plan more ef¬ 
fective. Upward secular price movements tend to accentuate 
boom periods of business cycles and downward secular price 
movements tend to accentuate depressions. Effective control 
of money and credit may curb speculation during a boom and 
lessen the severity of a depression, but it does not meet squarely 
the problem of unemployment. It may even check the increase 
in employment during prosperous years. To curb, moreover, 
savings and loan funds from entering short-term speculative 
investments is not likely to force them into long-term invest¬ 
ments in production equipment as long as consumers’ purchas¬ 
in'^ power, spending habits, and inflexible prices make long¬ 
term investments unattractive. Curbing short-term speculative 
investments would encourage hoarding, rather than increase 
long-term investment and employment. If the control of money 
and credit included the provision of loan funds for long-term 
investments at very low interest rates by the government or 
its agencies, the effectiveness of the plan would be greatly in¬ 
creased. Investment, employment, and incomes would increase, 
but spending habits and inflexible prices would remain as an 

obstacle to full employment. 

Taxation and Public Works. There is a close connection 
between monetary and fiscal policy—i.e., between the control 
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of money and credit and taxation, government borrowing, and 
government spending. In recent years there has been mucli 
discussion concerning the possibility of using taxes with fluctu¬ 
ating rates as offsets to booms and depressions. Proper timing 
would be involved. Conspicuous examples of taxes that lend 
themselves to this type of treatment are sales and payroll taxes. 

Heavy inheritance taxes and moderately progressive per¬ 
sonal income taxes would lessen the great inequalities in the 
distribution of wealth and income. Taxes on low income re¬ 
ceivers would be lessened. This group would then be able and 
willing to spend more on consumption goods. Opportunities 
to invest savings in productive enterprises would be improved, 
and employment would increase. If direct investments by the 
government, or public works, were combined with the tax plan, 
greater effectiveness would be achieved. Public debts, incurred 
for public works in order to increase employment during slack 
periods, would be paid off by heavy inheritance taxes and 
progressive income taxes during prosperous times. A program 
of government investment and public works broad enough to 
provide competition for industries enjoying a semi-competitive 
or monopoly position, would eliminate one of the important 
obstacles to full employment. A unified program which in¬ 
cluded control of money and credit, as well as the remedies 
here discussed under taxation and public works, would con¬ 
stitute an effective attack on the problem of cyclical fluctuations 
and unemployment. 

Other Aids for the Maintenance of Employment. Un¬ 
employment insurance, by maintaining purchasing power, eases 
me price maladjustments caused by technological changes. 
When part of the insurance is collected from employers, greater 
effort is made to regularize employment and to maintain high 

■ e maintain the purchas¬ 

ing power of a large group whose productive capacity has de- 

disappeared. An effective application, however, of 
the above unified program would render unemployment’ in¬ 
surance and old age pensions and insurance of minor sig- 
nihcance. Government labor exchanges facilitate the shifting of 
abor and reduce the loss of income during the job-seeking 
period. More adequate free educational facilities would im- 
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prove the earning and spending abilities in the low income 
groups. And finally, government policy and action with re¬ 
gard to agricultural subsidies, rate control of public utilities, 
and international trade and finance could be developed to rein¬ 
force a high level of employment. 

♦ / 

Drastic Remedies. More drastic remedies will probably be 
necessary if the above plans are not effectively applied, or if 
their effective application fails to reduce materially cyclical 
fluctuations and unemployment. Their effective administration 
would be extrerfiely difficult because it involves the develop¬ 
ment of a system in which private industry and vested interests 
would surrender to the government many of their present 
privileges and profit opportunities. To overcome these dif¬ 
ficulties, government ownership and operation of the banking 
system and some basic agencies of production, transportation, 

and distribution may be necessary. 

Although the United States does not have a comprehensive 
program to stabilize the economy at a high level of employ¬ 
ment, a step in the proper direction was taken with the enact¬ 
ment of the Employment Act of 1946. This act, approved by a 
majority of both political parties, provides for an annual report 
of the nation’s economic condition and an annual program to 
achieve the declared policy of continuous maximum employ¬ 
ment and production. Under the act. the Joint Congressional 
Committee on the Economic Report and the Council of Eco¬ 
nomic Advisers to the President, who prepare the report, 
have been established, and those charged with responsibility are 
enjoined to consult with industry, agriculture, labor, and con¬ 
sumers. From year to year any positive program. of course 
requires approval by Congress and authorization by it of funds 

for any expenditures. 
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Chapter Thirteen 


DISTRIBUTION OF INCOME 

RELATION OF FUNCTIONAL AND PERSONAL 

DISTRIBUTION 

An analysis of the distribution of income involves two 
problems—first, the functional distribution, which is an ex¬ 
planation of how tlie factors of production obtain a money in¬ 
come in the form of rents, interest, wages, and profits, and 
second, personal distribution of income, which is largely a 
statistical analysis showing the size and types of incomes re¬ 
ceived by individuals and families. The two problems are 
closely related but arc not identical. Functional distribution 
analysis attempts to explain the price paid for the use of land, 
capital funds, labor services, and entrepreneurial ability in pro¬ 
duction. Personal distribution analysis attempts to explore 
inecjualitics in the distribution of income among individuals. 
For labor, functional and personal distribution tend to approxi¬ 
mate each other—that is, an individual laborer’s personal in¬ 
come is usually entirely made up of wages. A small shop¬ 
keeper, however, may receive part of his income in the form 
of rent from the ownership of land, a part as interest from the 
ownership of capital used in his business, and a part in wages 

and profit. 


FUNCTIONAL DISTRIBUTION 

Functional distribution of money income is a price or value 
problem, and its analysis is similar to the analysis of the price 
of consumption goods. The demand for and the supp \ o t e 
factors of production determine their market price (short-run) 
and their share of income. The demand of entrepreneurs, how¬ 
ever, for the factors of production is not based on their utility 
to entrepreneurs, but on the present and prospective selling 
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price of the products which the factors co-operatively produce 
(i.e., on derived utility). The supply of the factors of produc¬ 
tion, on the other hand, does not conform closely to a cost of 
production analysis; costs affect the supply of factors only in 
the form of disutility costs or opportunity costs. The price of 
entrepreneurial ability (profits), moreover, is adaptable only 
in a broad social sense to a supply and demand analysis. Under 
competitive conditions, minimum profits are a kind of wage of 
management or supply price for entrepreneurs. 

The market prices of the factors of production fluctuate 
greatly with the changes in conditions of demand and supply. 
Their competitive normal prices (long-run) are determined 
theoretically by the marginal productivity of each factor of 
production. Such a normal price for the factors of production 
is a hypothetical price which would prevail in the long run 
under conditions of perfect competition and perfect mobility 
of the factors of production. The analysis assumes that each 
factor of production is homogeneous and can be varied sep¬ 
arately to determine its marginal output. Under these condi¬ 
tions entrepreneurs would vary their use of different factors 
to achieve a least-cost combination which would make the 
selling price of the increment of product attributable to the 
marginal unit of each factor equal to its price. In other words 
each factor would be treated as a variable and increased in a 
firm until marginal cost was equal to marginal receipts. There 
would exist a perfect allocation of the factors among firms and 
industries—that is, there would be no cost or profit induce¬ 
ment to substitute or to transfer factors of production. 

The marginal* productivity explanation of the normal price 
of the factors of production shows the combined influence of 
demand and supply. If the demand for a given factor increases 
(i.e., if the selling price of the increment of product attributable 
to the marginal unit of the factor is higher), its marginal pro¬ 
ductivity and price increase. If the supply of a given factor in¬ 
creases (i.e., if tile increment of product attributable to the 
marginal unit of tlie factor becomes less and is worth less on the 
market), its marginal productivity and price decrease. Since the 
price of consumption goods influences marginal productivity, 
and hence, the price of the factors of production, costs of pro¬ 
duction (i.e., the prices of the factors) are related to the price 
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of consumption goods both as cause and effect. AH prices are 
interrelated, and no one group can be isolated as a sole cause or 
final determinant of another group. 

Marginal productivity in functional distribution does not 
refer to physical productivity but to the value productivity 
(marginal receipts) which may be imputed to a given factor 
under special conditions by using more or less of it in combina¬ 
tion with other factors in a business enterprise. To say, more¬ 
over, that the normal price of the factors equals their marginal 
productivity is not to justify their returns, because the pro¬ 
ductivity of any one depends upon the general productivity of 
the combined factors. 

The separate analysis of the price of each factor of pro¬ 
duction winch follows deals mainly with the demand and 
supply conditions peculiar to each factor (market price). The 
relation of the market price to the normal price (marginal pro¬ 
ductivity) is uncertain. Market ])rice deviates from normal 
price because of imperfect competition, monopoly in the sale 
of factors and monopsony in their purchase, the practical im¬ 
possibility in most instances of accouhting separately for the 
marginal cost of one more unit of a factor and for its marginal 
product, and the constant stream of dynamic changes in the 

economy. 


LAND RENT 

In an economic sense, rent is the price paid for the use of 
land, including permanent improvements (e.g., cleared land) 
and natural resources (waterfalls, mineral deposits, virgin 
timber, etc.). The so-called “rent” of buildings and ™ 
from other man-made capital equipment and improvements 
which are readily reproducible, in an economic sense, ar^'' 

ings closely related to interest rates. The '' rfegree 

between land and man-made capital ^ fy 

which some economists do not consider 

separate analysis. Loan funds may be borrowed and mies^d 
prLarily in more land or in more capital equ.pmen on 
same basis—namely, until expected net marginal receipts are 
^qu^l t^lL rate o"f interest. Land is here treated separately 

because of the social importance ^d 

fixed supply of land and natural resources limits population ana 
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because certain qualities of land, such as location, cannot be 
duplicated. Land can be produced in the sense of making it 
available for use; the fertility may be restored to exhausted 
land; swamps may be .drained, and desorts irrigated. But land 
made available has little influence on the total supply. The 
production of capital c<[uipment, on the other hand, may be 
varied greatly if the rate of return as compared with interest 
rates increases or decreases. Those types of capital equipment 
which are infrequently produced and are highly durable (e.g., 
hydro-electric plant, skyscraper, steel mill) resemble land and 
the return is similar to land rent. The return depends more on 
changes in demand than supply and is sometimes termed quasi 
rent. 

The Supply of Land. The supply actually used is less than 
the total physical supply of land. The supply differs greatly 
with regard to fertility and location. Fertility is important 
for agricultural land, but distance from markets (location) 
also affects its value-productivity. Location is more important 
for urban land (attractive for residential use or large volume of 
business for commercial use), but the quality of the land is not 
negligible (building foundations are better in some places than 
in others). Both agricultural land and urban land are used 
extensively and intensively—that is, the amount of other 
factors of production combined with land depends in part upon 
the principle of nonproportional returns. 

For agricultural land, viewed as a fixed factor but not homo¬ 
geneous, the use of the other factors of production in com¬ 
bination with it is increased until an additional application adds 
to the total product an increment which (when sold) equals 
the cost of the additional application (margin of cultivation or 
utilization). On good land, more of the other factors of pro¬ 
duction can be used before the margin of cultivation is reached 
(intensive margin). On poor land less of the other factors of 
production can be used before the margin of cultivation is 

r^ched (extensive margin). Mixed types of land somewhat 
blur tins distinction. 

To urban land the same principle also applies, and land is 
used both extensively and intensively. If a given location at¬ 
tracts a large volume of business, more of tlie other factors 
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of production can be combined with it before the margin of 
utilization is reached (intensive margin). Higher buildings, for 
example, will be erected on a small plot of land. But additional 
stories require stronger foundations, more elevators, and larger 
ventilation systems. The intensive margin is reached when the 
estimated-cost of an additional story is equal to the estimated 
return from it. 

There are many kinds and grades of land, and they fre¬ 
quently can be put to more than one use. From this point of 
view the supply of land for a given use is not fixed, and the 
firm can usually vary the amount of land which it combines 
with other factors. 

The Demand for Land. This demand arises because of its 
use with the other factors in the production of commodities 
and services of all kinds. The demand for land is of social 
significance. If the techniques of production remained the 
same over a period of time while population (labor) increased 
greatly, the increased demand for consumption goods would 
raise their prices because of diminishing productivity. To 
obtain a larger output, good land would have to be used more 
intensively and poor land formerly unused would have to be 
cultivated. But more of the factors of production would not be 
used on the good land or the poor land until the selling price 
of the diminishing additional output obtained rose enough to 
cover the cost of the increased use of the other factors. The 
diminishing additional output obtained from land with the use 
of more labor would lower wages, but the total output from 
land would increase and would sell at higher prices. The owners 
of land would benefit, but the money wages as well as the real 
wages of labor would be reduced. The imminent danger of a 
land famine and a subsistence level of consumption for the 
labor class was stressed by early English economists (Malthus 
and Ricardo), but technological improvements in the use of 
land and the other factors combined with land and the slowing 
up of poinilation growth make the danger less imminent today. 
Shifts in demand for the products and services of land are the 
important aspects in modern times. Adjustments, for example, 
in agriculture to changes in demand are extremely difficult. In 
the urban utilization of land, zoning laws and planning pro- 
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grams are developed to direct and stabilize the demand for 
land in certain areas and uses. 

Determination of Land Rent. Rents are based on con¬ 
tracts for a varying period of time. As indicated above, many 
commercial rents include a return on capital imi)rovements 
which is an interest return. In general rents are the result of 
a bargaining process between owners and users of land. The 
markets are frequently imperfect and monopolistic. The market 
price paid for the use of a given plot of land (contract price) 
may be only loosely related, if at all, to its marginal productiv¬ 
ity. Entrepreneurs in some instances may be able to vary 
separately the amount of land which they use with the other 
factors of production. The variation may indicate the mar¬ 
ginal productivity of the land used in the combination and the 
rent which can be paid for an additional unit. The rent of that 
unit times the number of units used equals the total rent which 
could be paid for the land employed in the combination. Since 
entrepreneurs bid for land on the basis of its present and 
prospective marginal productivity in various enterprises, rentals, 

and especially the purchase price of land, are subject to specula¬ 
tive movements. 

The relation of rent as a cost of production to tlie price of 
consumption goods is one of both cause and effect. If the total 
supply of land in a given country is viewed as a fixed factor in 
the process of production, rent appears as an effect of prices 
An increase m the supply of the other factors increasU the 
demand for the products and services of land. The hi<fher 
prices of tliese products and services make it profitable to'^use 
more of the other factors of production partly on good land 
and partly on poor land formerly unused, until the additional 

W expense of the increased factors 

With land viewed as a fixed factor, demand (ie prices of 
products and services from land) determines he margin o 
intensive and extensive land utilization. The greater the de- 
mand, the lower the margin of utilization and thp 1 * i 
rents become. On the basis of this anaivsis ’tbe 
given plot of land (rural or urban) devoted to a s" / 
represents its differential productivitv 3^0^, ^ 
plots. Two retail drug stores for examnie ^ ' other 

may sell similar items at tlie’ same prTc« ' ritl 

prices, altliough one pays 
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more rent than the other because one location attracts a larger 
volume of business (i.e., differential productivity). The two 
stores treat rent as a cost from an accounting point of view 
and attempt to make a gross return which will cover that cost, 
but the rent cost does not cause prices to be higher in the one 
store. 

If land, however, is viewed as a variable factor when com¬ 
bined with the other factors of production, rent appears as a 
cause of certain prices. Entrepreneurs may be able to vary the 
use of land with regard to the amount and manner of use. 
Rent. then, becomes a price which determines the develop¬ 
ment and location of various enterprises. If the amount of 
land combined with the other factors is increased, the increase 


stops when an added unit yields a return which equals the rent 
paid. High rents, then, restrict the use of land for enterprises 
wliich need large amounts of land with the other factors of pro¬ 
duction (e.g.. agricultural industries), lessen the number and 
output of tlicse industries, and hence, raise the price of their 
products, ^^'hen land becomes a scarce factor in any country, 
the development of enterprises which use relatively small 
amounts of land in combination with the other factors of pro¬ 
duction is stimulated, and the prices of their products decline 
(e.g., various manufacturing industries). In this way. as stated 
previouslv, the diminishing productivity of land is offset and 
prices are lower than they otherwise would be. The develop¬ 
ment of transportation facilities raises rents in some regions 
and lowers them in others. The consequent change ni rents 
innuences the location and number o£ various industries an 
affects the price of tlieir products. Over a period of time the 
shifting of certain types of enterprises from the high rent se 
tions of a city to the lower rent sections, or to rural sections, 

influences the price of their products. 

To sav that the price of finished products determines the 

margin of land utilization and the various uses of land (i.c.. 

prices determine rents) is true on the basis 

’that land is always a fixed factor m the 

But land may be either a fixed or a variable 

process of varving its use with the other factors of P™ductmn 

rents induence thf industrial structure of a country and prices. 

Trices react on rents, and rents react on prices. 
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Price or Value o£ Land. The purchase price or value of 
land is calculated by capitalizing rent. If an entrepreneur 
wishes to buy rather than to lease land, he estimates a price 
which will make the rent represent the average rate of return 
on that type of investment (i.e., if the rent is $500 per year 
and the average rate of return on that type of investment is 
5 per cent, the price or value is $500 -r- .05 or $10,000). The 
gross return, then, of a farmer who owns his own land and 
capital equipment is a mixed return of land rent, interest 
and depreciation on capital equipment, wages of management, 
and possibly some profits. 


Land Values and Taxation. Increases in land values pre¬ 
sent a problem which involves the personal distribution of 
wealth and income—namely, the possibility of unearned in¬ 
crement received by landowners. Since land rents and values 
reflect the general growth and development of a country, the 
owners of land may receive a return for which they perform 
no service. Land improvements made by owners, and their 
services as managers are paid for in the form of interest, 
waps, and profits. Land rent is a payment for the productivity 
of land and is received by the owner under a system of private 
property. Because of this fact many reformers (Henry Geor^-e 
pd other single taxers) have advocated a tax to absorb 5l 
land rents. A tax which would absorb all land rents would of 
course confiscate private ownership in land. The tax paid to 
the government would represent land rent, and land would 
probably be leased from the government. 

Unearned Increment. Although land rents are not al- 

^ P'*" confiscate them 

raises the question of government ownership versus private 

ownership of all kinds of property. Interest and profits, L well 
as wages may be unearned under certain conditions (i e the 
price paid for certain types of labor, some capit^fund^a^ 
entrepreneurial ability could probably be less withontTl, ’ 
the quantity or quality of the sunnlvl If n ^ . changing 

general is considered desirable then tJie His 

Marked increases in the value of cLtain n”ts'"of"f f 
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the investment. Extreme changes, moreover, in the general 
price level cause decrements as well as increments in land values 
to appear. To distinguisli between land rents and the return for 
improvements on land is difficult. If taxes encroached on the 
latter return, improvements would be discouraged. To tax only 
future increases in land values would partly confiscate private 
property in land because land is purchased on the basis of its 
prospective, as well as present, marginal productivity (cf., 
English land tax 1909-1910). From a fiscal point of view a 
single tax on land with no other taxes would provide an inelas¬ 
tic source of revenue. 


Capit.\liz.\tiox of L.\nd Taxes. Special land taxation 
is also advocated because purchasers of land apparently buy 
free of taxes. In the example of capitalization of land rent 
cited above, the purchaser would pay less than $10,000 for the 
land if subject to taxation. For example, if the yearly tax were 
$100, the net income from the land would be reduced to $400. 
This capitalized at 5 per cent would make the price $8,000. If 
other types of investments, however, are taxed, the purchaser 
deducts only the excess of the land tax over similar taxes on 
other investments. Purchasers of land, then, do not escape 
the general burden of taxation, but any special discriminatory 
tax on land would fall on the present owners of land. 

Under perfect competition and a perfect tax system, ad 
valorem taxes on land (i.e., taxes levied according to va ue) 
are not shifted to tenants or consumers. Since ta.xes based on 
land values under the above assumptions would not be levied on 
marginal land, the supply of land in use and the products ob¬ 
tained would remain unchanged, ^\•ith no change in the supply 
of products, their price to consumers would remain 
and tenants could not afford to pay higher rents. B ‘ c°m 
petition is imperfect, and in the bargaining process to veen 
owners and tenants part of the tax may be shifted m some 
cases the tenants making less in the form of wages and profits 
Moreover if taxes based on land values are improperly applied 
^d'aris levied on marginal land (land with no rent nd 
hence no value)—land will revert to the state m lieu of t.ax 
rvnwi s The decrease in the supply of land and product 
nrihen shift some of the tax to consumers m the form of 


higlier prices. 
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INTEREST RATES, LOAN FUNDS, AND CAPITAL 

Interest is the price paid for the use of loan funds. It is 
usually stated as a percentage of the sum borrowed for a 
year—that is, $3.00 paid for the use of $100 for a year is a 
3 per cent rate of interest. At any given time different market 
prices or rates of interest are paid for the use of loan funds 
largely because of the different estimated risks involved with 
regard to defaults and losses on loan transactions. The type 
of borrower (government, financial institution, or individual), 
the borrower's payment record or credit standing, the collateral 
security, and the length of the period specified before repay¬ 
ment of the loan are some important conditions which account 
for different risk premiums on loans and different rates of in¬ 
terest. The following analysis of interest deals primarily with 
market rates for short- and long-term loans and their relation 
to a risk-free rate of interest equal to the marginal productivity 
of capital goods and equipment. 


Supply of Loan Funds. The supply of loan funds depends 
partly upon saving and partly upon the creation of loan funds 
by commercial banks. If all income were spent for consump¬ 
tion goods by the people receiving it, an important source of 
loan funds would disappear. Many individuals spend only part 
of their income for consumption goods. The remainder of their 
income is saved. It is usually placed in a savings account with 
some financial institution, in life insurance, in securities or in 
some instances it may be hoarded (i.e., held as cash or idle 

bank deposits). Entrepreneurs may obtain these savings (they 

may also save part of their money income) by borrowing them 
directly or by selling securities. The process of saving is dis¬ 
agreeable for many individuals because it involves a postpone¬ 
ment of consumption. The future is uncertain, and many indi- 
viduals prefer a given amount of consumption goods now 
rather than at a future date—that is, they have a time prefer¬ 
ence for present goods as compared to future goods. To in¬ 
duce many individuals to abstain from some consLption in the 
present and to wait for goods in the fnhirA r\r\^ i. a 

year, he is unable to buy that amount of consumption goods for 
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a year. But the promise of $106 (6 per cent interest) at the 
end of the year offers the possibility of more consumption 
goods later. The disagreeableness involved in foregoing the 
use of consumption goods now for consumption goods in the 
future is an important condition which affects the supply of 
loan funds. In part some interest is paid to induce postpone¬ 
ment of consumption—a kind of cost of waiting. 

Under modern conditions, however, the cost of waiting or 
saving varies greatly. It depends upon the source of the sav¬ 
ings. Stated differently, variations in the rate of interest may 
not in some instances appreciably and directly affect the amount 
of saving. 

Individual Saving. It is largely determined by habit and 
the size of incomes (also age, sex, race, profession, marital 
status, etc.). Many individuals wish to prowde for the future 
when their earning power becomes less, and hence, if their pres¬ 
ent incomes are more than sufficient to maintain them at their 
customary level of consumption, part of their incomes would 
be saved without any inducement in the form of interest. If 
they are saving for a fixed money income in the future (annu¬ 
ity savers), a high rate of interest would make less saving 
necessary. Some individuals would probably save even if a 
penalty were placed on saving (negative interest)—that is, their 
time preference or desire for consumption goods in the future 
would be so great that they would be willing to pay someone 
for the service of safeguarding their savinp. The bulk of 
individuals' savings, moreover, is furnished by “ ^ 
of large income receivers, and the.r savmg '1 
a painful postponement of consumption. The d ^.lt> o 
spending large incomes for consumption goods, habits of ac 
^Luladon, fnd the prestige of amassing large fortunes are f c- 
tors which eliminate the cost of waiting or saMiig 

individuals. The first thousand or fifty ^‘'mesent 

inherited) may involve the painful postponement of present 

ir::::::^. the most impona. 

source for the accumulation of loan funds for investment A 
large portion of the saving done by large corporations ^vould 
probaWt continue without any interest inducement. If profits 
!::: sufficient, the directors may build up a large surplus which 
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they partly invest in plant extensions. The stockholder receives 
a modest rate of dividend and may be unaware of the fact that 
if less were saved, larger dividends could be paid. The ac¬ 
cumulation of a corporate surplus will increase the selling price 
of his stock in the future. The disagreeabicness of waiting or 
the cost of saving tends to disappear. But it does not entirely 
disappear because stockholders may sell their stock if they are 
not satisfied with the rate of dividends paid and wish to have 
their share of the accumulated surplus for immediate con¬ 
sumption. If corporations and entrepreneurs save and supply 
their own capital, interest equal to the rate paid on similar in¬ 
vestments (implicit interest) should be charged as an expense 
or cost. Otherwise interest appears as a profit, and the entrepre¬ 
neur may be making less than he would make by lending his 
capital and hiring out as a manager. 

Financial Institutions. Institutions, such as banks, in¬ 
surance companies, and building and loan associations, facilitate 
individual saving. They increase the opportunity to save, 
promote the idea of saving, and reduce the risk of losing loan 
funds. Savings banks, for example, accept loans (deposits) 
sometimes in very small amounts, and pay a relatively low rate 
of interest because the funds may be withdrawn at short notice. 
Since new deposits over a long period of time tend to offset 
withdrawals, savings banks can relend part of their funds for 
relatively long periods to different types of borrowers at a 
higher rate of interest. Financial institutions also accumulate 
savings of their own which are similar to the corporation sav¬ 
ings discussed above. 


Commercial banks expand credit and supply loans by pro¬ 
viding a system in which nonliquid assets, already saved, can 
be mobilized in liquid form for use in production. Savings in¬ 
vested in raw materials, finished goods, securities, and other 
tangible assets become collateral security and are partially 

transformed into cash or deposit loans. Intangible assets (e.o-. 

prospective earning capacity) also become in part the basis for 
loans. Instead of postponing present consumption in order 
to obtain additional savings for immediate use, the borrower 
IS enabled to use savings already accumulated but held in a 
nonhquid form. The commercial banks under existing legisla- 
. tion and practice can extend loans for equity financing over 
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a period as long as twenty years. These loans are used by the 
borrower to start small businesses or to buy and operate farms. 
The creation of such loans on the part of the commercial banks 
may at times expand greatly the total supply of deposit money. 
The increased demand for producers’ goods and indirectly for 
consumers’ goods raises at least temporarily their prices. As a 
result some individuals are able to buy less than before, and 
an involuntary postponement of consumption occurs (forced 
saving). By controlling deposit credit, the commercial banks 
and the government’s central bank can influence the supply of 
loan funds and interest rates in an important way. 


Demand for Loan Funds. The demand for loan funds 
depends mainly upon the productivity of capital. The above 
discussion of the supply of loan funds explains why some inter¬ 
est payment is necessary. It does not explain how it is possible 
to pay interest. The possibility of paying interest depends 
largely upon the productivity of capital. Since many individuals 
prefer present consumption goods to consumption goods in the 
future, labor would be appliexl almost entirely to the direct pro¬ 
duction of consumption goods without capital equipment unless 
the indirect or roundabout capitalistic production yielded a suf¬ 
ficient product to compensate for the delay. Labor applied in¬ 
directly (i.e., to make tools which labor then uses to Produce 
consumption goods) is more productive than labor applied di¬ 
rectly because natural forces, such as falling water, air currents 
steam pressure, and electricity are brought under control to aid 
labor ill production; because capital cepupment enables labor to 
perform tasks impossible for unaided labor; and because tbe use 
of capital equipment improves tbe proiluct.v.ty of the other 
factors of production, especially by increased specialization and 

enlarged scale of operation. , u ;f ;« 

Indirect production is not productive merely becai. e ■ >s 

roundabout, but it is roundabout because it ■^.7; ? 
than direct methods. Productivity may sometimes he '"crea^ 
h shortening the production process. On the hand 

some products improve with age (e.g.. wine and timber). 7 
the clLiical changes which occur during the aging process 

must contrihute enough to their ) is 

of waiting. The demand, then, for loan funds (savi „ ) 
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based partly on their productivity in the purchase of capital 
equipment. The main sources of demand for loan funds are 
cited below. 

Entrepreneurs’ Demand. In general entrepreneurs in¬ 
crease the use of capital equipment in various enterprises as 
long as its marginal productivity (i.e., the sales value of the 
product obtained from the last increment of capital) is sufficient 
to pay depreciation charges for its replacement plus the interest 
payments necessary to induce individuals to supply loan funds. 
Diminishing productivity determines the amount of capital 
needed. In some industries the margin of utilization will be 
reached when only small amounts of capital equipment are 
used, in others when large amounts are used. If tlie produc¬ 
tivity of capital in some industries is not sufficient to meet 
these payments, it is shifted to other uses. Some capital, how¬ 
ever, IS designed for one special use and the shifting requires 
time—that is, enterprises continue to operate at a loss as long as 
returns are sufficient to pay direct expenses plus some con¬ 
tribution to fixed expenses. Gradually part of the funds in¬ 
vested in capital equipment are retrieved, the worn out machine 
is sold for scrap, and the funds realized are then available for 
mvestment elsewhere. Some specialized capital equipme.it may 
never be shifted when its productivity suddenly declines. The 
en erprise is reorganized and the investment decapitalized_ 

thfre; capital equipment is given a lower value which makes 
tte returns sufficient for maintenance and interest. The loss 
however, suffered by the investors discourages new capital from 
entering the industry. Shifting occurs by using new capital 
in more productive industries. ^ 

Entrepreneurs- demand, then, for loan funds is based on 

foodr^T P^^Pfctive net marginal productivity of capital 

frate variat- '"‘‘y estimated when sep 

arate variations of capital are possible. Their borrowin'^ 

ceases when the net marginal productivity of capital equals the 

loantnl'^' demrnd iol 

regard to the of changes in expectations with 
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demand. Financial institutions act as financial middlemen. 
They accept small savings from many individuals and pool these 
savings for the use of business enterprises. Since many small 
savers are unable to invest their funds satisfactorily (i.e., are 
unable to diversify investments and lessen risks), they are 
willing to pay for the service of financial institutions by ac¬ 
cepting a lower rate of interest than the rates paid by entrepre¬ 
neurs to financial institutions for the use of their savings. 

Government’s Demand. This demand for loan funds is 
not closely related to the net marginal productivity of capital. 
Many government investments of capital yield an intangible 
return which cannot be measured in monetary terms (e.g., 
they may promote the general welfare). If a government enter¬ 
prise does produce tangible goods and services for which a 
money charge is made, the charge may be only sufficient to 
maintain the enterprise without providing an interest return. 
Funds, moreover, may be borrowed for war operations m 
which capital is destroyed rather than maintained and increased. 
The general tax burden which is made necessary m order to 
repay funds borrowed by the government is related to the total 
l,ro<luctivity of the country. The productivity of capital equ.p- 
Inent, liowevcr, is an important item in the total Productivity 
To obtain loan funds the government oflfcrs a rate of 
which is largely determined by the rates paid by entrepreneurs. 
Since loans to some governments are less risky than loans to 
hidividuL or business enterprises, the rate of interest paid 
is usually less than for ordinary business loans. Indirect >, 
then, government borrowing is related to the net margina 

Dn^AKO. This demand for loan funds is 

closdy'related to the net marginal productivity 

tl„. funds are spent for consumption goods and not for pro 

1,1” t i ; 

. • 1 'TUf^ nhilitv for repayment is not nasea on 

Ld prospective income of the borrowen Prior to^the^^ 

trr^n; l^aT^ere 
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Although the great increase in loans for the purchase of pro¬ 
duction goods later eliminated objections to interest payments, 
many states still have usury laws to prevent interest extortion. 

Not all consumption loans are spendthrift loans (i.e., loans 
for consumption goods which are used immediately without 
contributing to the borrower’s ability to repay). Funds may 
be borrowed for educational purposes which increase the bor¬ 
rower’s future income and make possible the repayment of 
the loan with interest. Durable consumption goods, such as 
houses, autos, and house furnishings, may be purchased with 
loan funds. Gradual repayment of the loan with interest means 
that the borrower saves and pays for the consumption goods as 
they are being used up. Since the risk clement for consumption 
loans is greater than for production loans, the interest paid is 
usually higher. 


Determination of Interest Rates. 

Normal Rate of Interest. The normal rate of interest 
is a hypothetical rate (or pure interest rate) which would 
prevail over a long period of time if risk were eliminated from 
loans, if the value of money remained constant, if competition 
and the mobility of capital were perfect, and if. all loans were 
used to increase capital equipment. The normal rate of inter¬ 
est would be a. price paid for the use of loan funds which 
would equate the marginal cost of waiting or saving and the 
net marginal productivity of capital equipment. Many loans, 
however, are not made to increase capital equipment; old loans 
or existing investments are large relative to new loans and new 
investments m a current period, and the changing monetary 
situation ;s subject to some control by government and its 
cenyahzcd banking system. Because of cyclical fluctuations in 
trade a heavy demand for loan funds frequently develops for 
speculative uses. As long as the speculative transactions are 
profitable, interest rates for the loan funds used rise with 

For%hpf^ marginal productivity of capital equipment, 
or these reasons and others, market rates of interest espe- 

me onmereT 

Market Rates of Interest. If individuals expect prices 
to fall, they will prefer to hold money rather than commodities 
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or bonds and other investments. Their liquidity preference in¬ 
creases. The movement to sell bonds and other investments is 
likely to lower their price and raise the rate of yield or interest 
return obtainable from such investment (i.e., a $100 bond 
with interest fixed at 3 per cent yields more than 3 per cent 
when purchased at less than $ 100 ). The higher interest re¬ 
turn is an inducement primarily for individuals to part with 
liquidity (not hoard) and invest, rather than an inducement to 
save. Conversely, an expectation of a rise in prices and a 
decrease in liquidity preference will result in higher prices for 
bonds and other investments and in a lower interest return. 
The short-term rate of interest is largely the result of liquidity 
preference (demand for money) and the supply of money (cash 
and demand deposits). The rate of interest tends to rise or 
fall in order to equalize changes in these demand and supply 


conditions. 

The supply of money, especially demand deposits, can be 
varied, as indicated in a previous chapter, by the monetary 
authorities and the commercial banks. They may, for example, 
force down the rate of interest by having the banks lower their 
interest and discount rates and offer more loans to borrowers. 
The Federal Reserve Banks can buy securities at favorable 
prices which keeps down their rate of yield, satisfies the liquid¬ 
ity preference of some sellers, and enables other sellers to lend 
money if they wish. The government itself may borrow large 

sums, especially during a war. and at the same 

or lower interest rates. Bank credit is expanded, and he banks 

increase their purchase of government securities^ 7 
chases maintain or raise the price of securities which maintain 
Slower the rate of interest. If the liquidity preference o 
individuals remains the same, the increase in the supply of 
money will make them willing to purchase securities. 

The long-term rate of interest, as indicated by the yieM on 
long-dated government bonds, is closely related, as 
above to short-term rates. It tends on the average 

short-'term rates by a risk-premiu.n for 
prices It may. however, not always respond 

changes in the supply of money and bank 

credit is expanded and securities are purchased by the hederai 

Reserve Banks, the liquidity preference of individuals may 
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crease because of expected lower prices in the future. They 
will then hoard the additional cash and demand deposits and 
wait for a fall in the price of securities and a rise in tlic rate 
of interest. In a similar way if the expected net marginal 
productivity of capital improved greatly and new investment 
expanded until full employment was achieved, an attempt by 
the monetary authorities to maintain a low long-term rate of 
interest leads to inflation. Rising prices and decreased liquidity 
preference may end in a general refusal to accept and to use 
money with a rapidly depreciating value. Under such condi¬ 
tions a higher rate of interest is needed to encourage saving and 
to check investment. In terms of broad limits and long periods 
of time, the rate of interest may equalize in a rough way the 
marginal cost of saving and the marginal productivity of cap¬ 
ital. Within these limits, however, the short-term rate of in¬ 
terest is largely the result of changes in liquidity preference and 

the money and credit policy enforced by the monetary au¬ 
thorities. 


Spending, Saving, and Investing. In a modern industrial 
system spending, saving, and investing are interdependent vital 
processes. The formation of capital and the expansion of pro¬ 
duction capacity depend on all three processes. They also de¬ 
pend on technological improvements which raise the general 
level of spending, saving, and investing. When individuals 
hoard or save and invest in existing assets for highly speculative 
purposes, total income available for buying consumption goods 
IS decreased, and some savings already invested are lost. If 
everyone decided to save for an unsj)ecified time all of his 
income e:ccept enough to support a bread and water existence, 
the savings, as well as existing investments, would be almost 
worthless because there would be no market for the output of 
industry. The decline, moreover, in output, employment, and 
incomes would reduce to a low level the ability to save. On the 

’f '‘.f technological improvements and pro¬ 

duction at full employment, more saving, voluntary or forced 
IS necessary in order to expand total investment Less con- 
sumers goods are purchased, and labor is shifted to making 
more producers’ goods. \Vlien production is below full em 
ployment as m a depression, governmental expenditures for 
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public works, expansion of bank credit, and low interest rates 
may increase employment and the amount of both consumers* 
and producers’ goods. 


LABOR AND WAGE RATES 

Wages are prices paid for the services of labor. Labor in¬ 
cludes all wage and salary workers employed by entrepreneurs 
in the process of production. The returns received by entre¬ 
preneurs in the form of profits may closely approximate wages 
(i.e., wages of management), but not all profits are wages, 
and hence, profits arc treated separately. Wages are a main part 
of the costs of production and a major share in the total distri¬ 
bution of income. There are many different market rates of 
wages for different kinds of labor. An explanation of these 
differences is given largely in terms of conditions of supply and 
demand. The marginal productivity of labor influences the 
market rates of wages and the average level of real wages. 


Supply of Labor. The supply of labor is not homogeneous. 
Because of biological traits and environmental influences, there 
arc many grades of labor skill. Occupations also differ with re¬ 
gard to the attractiveness and the complexity of the work re¬ 
quired of labor. Throughout industry there are roughly four or 
fivc classes of labor (noncompeting groups)—unskilled manual 
labor, semiskilled workers (machine tenders, clerks, etc.), 
skilled workers (machinists, carpenters, bookkeepers, etc.), pro¬ 
fessional groups (lawyers, physicians, business managers, ac¬ 
countants, etc.), and entrepreneurs (outstanding business pro- 
moters and organizers). Although these classes are not d.stinct, 
individuals within each group compete mainly for jobs within 
the group rather than for jobs in another group. Some workers 
may rise to a higher group (i.e., ac<|uire a new skill or become 

entrepreneurs in their former trade); some ^ 

lower group (i.e., cease to be entrepreneurs or 
Young workers entering industry often follow their f=>*ers oc 
cupations. The number of workers however, in each group 
relative to the demand differs enough because of ^bihty, tram 

ing, and attractiveness to make wage rates 

various noncompeting groups. Labor unions which h^ve 

restrictive rules for apprentices learning a trade may also affect 
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the supply of workers in a given group. Labor in a given non¬ 
competing group tends to be homogeneous and tends to receive 
a uniform wage, but the level of wages varies from group to 
group. There is no general wage rate, but rather several wage 
levels corresponding to the various noncompeting groups. 

.Noncompeting Groups and Costs. The wage differences 
among noncompeting groups tend to equal the cost of transfer¬ 
ring from one group to another. If arduous study and expensive 
training are necessary for entrance into a given group, fewer 
individuals enter it. and the higher wages received because of 
higher marginal productivity tend to compensate for the cost of 
transferring. If the wages are not high enough to compensate 
for the cost of transferring, the number entering the group 
tends to decline, and marginal productivity and wages rise 
until they equal the cost of transferring. Some occupations are 
especially attractive because of the agreeableness of the work 
and the social prestige attached to them, because of the case and 
cheapness of learning them, and because of the greater prob¬ 
ability of moderate success in them. These occupations attract 
many individuals, and hence, marginal productivity and wages 
tend to be low. 


If individuals were born with equal ability, and were given 
equal opportunity to enter different occupations, wages would 
offset the real costs (disagreeableness or disutility) of enter¬ 
ing different occupations. The most disagreeable work would 
then command the highest pay. But individuals are born with 
unequal ability, and opportunity is restricted by the financial 
position of parents. Some very attractive occupations, there¬ 
fore, may pay wages greatly in excess of the real costs and the 
money costs of entering them simply because that type of ability 
IS scarce relative to the demand for it. Individuals, therefore, 
who possess rare ability receive a return similar to land rent— 
the rent of ^ility (i.e., it is not closely related to anv cost of pro¬ 
duction). On the other hand, the supply of the least efficient 
workers, either because of the initial lack of ability or the failure 
o receive proper training, is large relative to the demand, and 

I nnc even in the most disagreeable occupa- 

t ons Since their remuneration is low. they are frequently 

unable to improve their ability in order to enter more 
remunerative occupation. 
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Total Supply of Labor and Cost. The total supply of 
labor depends on the size and structure of a given population 
group. Since most wage-earners are males between the ages 
of fifteen and sixty-five, the proportion of males of that age 
group in any population is important with regard to the total 
supply of labor. In prosperous times the total supply of labor 
is not fully employed. If the demand for labor suddenly in¬ 
creases (say in time of war), some additional workers may be 
recruited from that portion of the population which is usually 
not working for wages (housewives, retired individuals, etc.), 
and hours of work may be lengthened. In some instances a 
higher wage rate increases very little or decreases the supply 
of labor. Fewer members of a family need to work in order to 
maintain a customary level of living, or those employed can 
work for fewer hours. The total supply of labor, unlike the 
supply for any given occupational group, tends to be inelastic. 
To offset a permanent increase in the demand for labor would 
require at least fifteen years for new workers to mature, 
^lalthus and other English economists thought that the total 
supply of labor was elastic (i.e., if demand increased and wages 
rose, the birth rate among the laboring class increased unti 
wages fell to a subsistence level—the “iron law of wages ). 
Wages according to this analysis tended to equal the cost o 
producing or maintaining labor. Population m many countries 
did increase with increasing productivity, but the rate of in¬ 
crease did not prevent a rise in real wages. Tie grow 
population today in most advanced industrial rountries does not 

conform to the Malthusian analysis. Population 

tries increases slowly, and changes in its structure 

form closely to the demand for labor. Higher "'ages for labo 

and better educational opportunities tend to 
than to increase the birth rate. The supply of labor, 
is not closely related to its cost of production. 

Demand for Labor. The demand for labor in industry 
and trade arises because of its use with ^he factors 

production. Theoretically, entrepreneurs bid f°cJab 
basis of its estimated present and P^^pcctive m 
ductivity. Entrepreneurs can profitably add la obtained 

factors of production until the additiona pro u 
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yields, when sold, barely enough to cover the cost of the addi¬ 
tional labor or unit of labor. Marginal costs composed entirely 
of wages equal marginal receipts. Labor, like land and capital, 
is used in varying amounts by entrepreneurs, and diminishing 
productivity affects its use. In a given industry lower time 
rates and piece rates would be offered if more and more workers 
were employed because the output per worker would decrease 
and the price per unit of the output would fall. 

In many instances, however, estimates of marginal pro¬ 
ductivity are practically impossible to make because labor is not 
varied separately and the process of production is too complex 
to calculate marginal product for each kind of labor. In other 
employment, such as by government and service organizations, 
there is no specific product for sale. Monopoly conditions in 
the sale of the product or in the purchase of labor services 
lessen the demand for labor. Output is restricted and less labor 
hired in order to raise the price of the product and to depress 
the wage rate. 


Determination of Wage Rates. Wages are based on 
contracts for varying periods of time. They are largely the 
result of a bargaining process between entrepreneurs and labor. 
In many basic industries labor is organized in unions for col¬ 
lective bargaining. The market rate of wages (short-run) in 
any given group of laborers depends upon supply and demand 
conditions. The normal rate (liypothetical long-run rate which 
assumes conditions of full employment) for any given labor 
group equals its marginal productivity. The market rate of 
wages IS not likely to approximate closely the normal rate be¬ 
cause of cyclical fluctuations, imperfect competition among em- 

mono'nnr Calculating marginal product, 

monop^ist.c labor organizations, and imperfect mobility of 

® bargaining range in the determination of 


in Unorganized laborers are 

^ bargaining position in modern industry. Their spe- 
c alized skill reduces their ability to shift quickly from one oc- 

Sa°ctorv“The"l tbeir trade become un- 

localization of industries, moreover in cer- 

n regions makes more important the geographical mobility 
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of labor. If industries decline in one section of the country, 
wages in those industries fall below the wage level in similar 
industries elsewhere unless some labor shifts to other industries. 
Family ties, meager financial resources, and lack of labor market 
information frequently reduce the geographical mobility of 
labor and weaken its bargaining power. Modern industry also 
places a premium on labor skill during the prime years of a 
laborer’s life. His services are perishable, and cpnsequently, 
to withhold them in order to obtain better wages may result in 


a serious loss. 

Labor organizations improve the bargaining power of labor. 
Experienced negotiators can be hired to sell collectively the 
services of labor in various industries. Collective bargaining 
offsets the pressure exerted by employers to reduce wages or to 
maintain a customary wage level. Since the wage bill for many 
industries is large compared to other costs, any small increase^ 
in wages may, at least temporarily, greatly reduce profits and 
dividends. Unless labor is well organized, a reduction m costs 
to improve profits when adverse conditions appear is likely to 
mean wage reductions because the short-term contracts witi 
laborers can be more easily changed than those involving rent 
and interest payments. The measurement, moreover, of in¬ 
dividual labor performance in any given enterpnse m which 
thousands of tasks are minutely specialized is difficult, and m 
the absence of keen competition among employers for labor 
(employers may informally agree in some industries or cities 
not to spoil the labor market by paying higher wages), organ¬ 
ized labor may improve its wages. Monopoly conditions m t 
sale of labor services offset similar conditions on the bu>i ^ 
side of the labor market. If a piecework system based on tm^e 
and motion studies is used, organized labor may be able 
prevent unfair cuts in rates on jobs when ““‘I"* 
io prevent managers from becoming lax in "’S 

for^ piecework jobs, and to prevent excessive speeding up o 
work In general if the efficiency of labor improves and its 

marginal productivity increases, wages tend to ^lo' ( 
pending upon the competition of employers “ 

labor it well organized to press its demands. Toji effective 

a labor union must include the majority f''’°"'^"Vof closed 
occupation. Its effectiveness is increased by means of closed 
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shop agreements, peaceful picketing, and apprenticeship rules 
which aid in preventing nonunion workers from breaking up 
strikes. 

Limits to Wage Bargaining. The limits to the bargaining 
range for wages are determined by the profits of employers 
and the customary level of consumption of organized laborers. 
Under competitive conditions if wages for one grouj) of labor¬ 
ers are forced above an estimated marginal productivity level, 
profits are reduced (rent and interest payments may also be 
affected), and the demand for labor is likely to decrease. Some 
firms may be bankrupt; others may em])loy less labor. The 
market rate of wages then declines to the normal rate based on 
marginal productivity. In some cases, however, the higher 
wages may improve the efficiency of labor (liigher wages may 
also slow up labor efficiency) and stimulate management to in¬ 
crease its effectiveness with the result that the marginal pro¬ 
ductivity of labor rises to the new wage level. Under these con¬ 
ditions employment may remain approximately the same. If 
the effectiveness of management remained unchanged, other less 
well-organized groups of laborers in the same industry may 
suffer from unemployment and lower wages because of the 
higher wages obtained by the well-organized group (i.e., man¬ 
agement economizes by cutting the wages of the less well- 
organized group and discharging some workers). On the basis 
of relative bargaining power as discussed above, the market 
rate of wages may frequently be below the normal rate, and 
hence, labor organizations may often obtain an increase in 


wages without causing unemployment or without injuring other 
labor groups. This situation exists when all firms in an industry 
are making substantial monopolistic profits. Output remains 
about the same, and the higher money wages result in higher 
real wages. If under monopoly conditions union wage increases 
are largely passed on in higher prices, unorganized workers 
experience a loss in real wages. General wage increases with¬ 
out a corresponding increase in output raise prices and leave 
real wages unchanged. If employment and output expand 
however, m anticipation of improved business, real wages may 
increase (i.e., wages may increase more than prices) 

The lower limit to the bargaining range for wages is fixed 
by tlie customary level of consumption in various labor groups. 
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In extreme cases where labor is unorganized, the lower limit 
may be a subsistence level. If wages fall below a subsistence 
level, the supply of labor is gradually lessened (i.e., because 
of ill health, premature death, etc.). Organized labor usually 
resists, by strikes if necessary, wage reductions below their 
customary level of consumption. Rising prices for consumers’ 
goods and an appreciable higher cost of living which reduce real 
wages are usually the basis for demands for higher wages. Or¬ 
ganized labor by pooling its resources is in a position to stop 
work for a relatively long period of time. Since many indus¬ 
tries have large fixed expenses, a prolonged strike causes em¬ 
ployers serious losses. The settlement of wage disputes be¬ 
tween organized labor and employers on the basis of a cus¬ 
tomary level of consumption is a fairly satisfactory one. It 
offers a more definite standard than marginal productivity 
which would be extremely difficult or impossible to calculate. 
To avoid wage settlements based on a customary level of con¬ 
sumption, which seem to show no improvement with increases 
in general productivity, organized labor frequently insists on a 
“saving wage” instead of a “living wage” (i.e., a wage which 
maintains tlie customary level of consumption and enables the 
workers to save for future needs). 


Technological Unemployment. Such unemployment in¬ 
dicates the difficulty of shifting labor from one employment to 
another. The introduction of improved machines in a 
dustry is likely to result in unemployment for many skille 
Sers, especially when the demand for the product is m- 
elastic The lowered production costs may lower tl p 
^f the product and increase the profits of the 

demand of entrepreneurs and consumers for other goods, as 
tell as the demand of the industry making the new mach^ 
in time provides employment for these workers m 

modern industry improvements are ’ j ^ ^ b- 

,rf.nolosic.l ^ 
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power and to obtain new employment, organized labor’s only 
defense is a restriction of output (i.e., they work slower on 
jobs so that more workers will be employed). Restriction of 
output in the long run lowers real wages, but it pools the burden 
for all labor instead of concentrating it upon displaced workers. 
Cyclical unemployment, a more serious problem than tech¬ 
nological unemployment, is discussed in Chapter Twelve. 

Minimum Wage Legislation. Such legislation presents 
the problem of adjusting wages to an approximate marginal 
productivity level. In some industries wages may be abnormally 
low. Women workers, for example, frequently receive very 
low wages in some industries as compared to similar work done 
by men. Their low wages are partly the result of low produc¬ 
tivity. But other conditions may result in wages below the 
marginal productivity of their work (e.g., the majority of 
women are not permanent workers, and hence arc usually un¬ 
organized ; they have less opportunity to enter many occupations, 
etc.). A minimum wage for an exploited group of this kind 
tends to raise wages to the marginal productivity level for that 
general grade of labor. Because of competition, the exploita¬ 
tion may have lowered prices to the consumer instead of increas- 
ing profits. (If profits are abnormally high, no change in em¬ 
ployment or prices will occur.) If profits are low, marginal 
enterprises will be unable to pay the minimum wage, output 
will decrease, and prices will increase. Some laborers and en¬ 
trepreneurs will be forced into other industries which increases 
their output and lowers slightly the marginal productivity of 
labor in those industries. The consumers pay more for the 
product formerly produced by exploited labor, but less for the 
products of other industries. A better adjustment of produc¬ 
tion results. If minimum wages are fixed too low or too high, 
they are ineffective. In the former instance they do not help 
the low income worker; in the latter instance they result in some 
unemployment and affect adversely non-wage-receiving groups. 

In these groups tliere are low-income receivers who need legis- 
lative protection and assistance. ^ 

• 

^bor Organizations. As indicated by the foregoing dis¬ 
cussion, labor organizations improve wages mainly by forcing 
wages to a marginal productivity level. Early English econo- 
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mists (e.gf.. J. S. Mill) opposed labor organizations (Mill later 
recanted) because they believed that in any given year a definite 
fund (in the form of real wages) was destined for the payment 
of all labor, and consequently if one organized group received 
more, another group would receive less. Each year there is a 
total supply of consumption goods available which can be in¬ 
creased only over a period of time because of the round-about 
organization of industry. But the wage fund (i.e., the portion 
of total consumption goods which laborers can buy during the 
year with their money wages) may be increased if wages are 
below the marginal productivity level in some industries with¬ 
out injury to other groups of labor (i.e., excessive profits are 
reduced in those industries). If labor organizations, however, 
force wages above the marginal productivity level in some in¬ 
dustries in which the efficiency of management and labor can¬ 
not be improved, organized groups gain at the expense of the 
less well-organized groups. 

Other methods for improving the position of wage earners 
include immigration restriction, birth control, vocational guid¬ 
ance, increased educational opportunities, and free income in the 
form of public recreational facilities and public health service. 
The development and present status of labor organizations are 

discussed in Chapter Sixteen. 

NATURE OF PROFITS 

Profit is the compensation which the entrepreneur may re¬ 
ceive for his services as owner and manager of a business en¬ 
terprise. The compensation is not contractual, but depends upon 
a gross income from an enterprise in excess of the actual or 
contractual expenses. The entrepreneur, then, may incur a oss. 
he may receive a net income which incUtdes wages for h.s serv¬ 
ices as manager (minimnm profit), and interest and rent for 
his ownership of capital and land used m the ^ 

may receive a net income which exceet s ns i p ]|gj 

interest, and rent-this excess above minimum P''.f^ 
mire profits Pure profits arc the result of dynamic condit ons, 
Lnimum profits, the result of long-run (static), competitive 

conditions. ^ 

Minimum Profits. The items included in j 

upon the form of business organization. In an individu 
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proprietorship or in a partnership, the owner or owners usually 
manage the enterprise and furnish most of the money capital. 
Under these conditions profits would include wages of manage¬ 
ment (i.e., minimum profits or the amount which they could 
earn if they hired out as managers, or the amount which they 
would need to pay for satisfactory managers), as well as in¬ 
terest and rent from their ownership of capital and land (i.e., 
the amount which they could receive if their capital were lent 
and their land teased, or the amount which they would need 
to pay for the use of capital and land). In many corporations 
the stockholders (owners) furnish part of the money capital; 
some capital is borrowed (bondholders), and the directors 
(mainly large stockholders) hire a president or general man¬ 
ager. Ownership and management are partially separated. The 
board of directors may assume responsibility for decisions with 
regard to general policy, but many of the stockholders usually 
have very little interest in the choice.of management or in the 
formulation of general policies. The president or manager 
receives a salary, but his compensation may partly depend on 
the net income of the corporation—that is, unless the net in¬ 
come is large enough to satisfy the directors, his salary may be 
reduced or he may be discharged. Sometimes the president or 
manager receives in addition to his salary a special bonus for 
exceptional performance, or a percentage of the net income. 
Under these conditions any net income above expenses, such as 
interest on bonds, rent, and salary of the manager, is available 
for dividends to stockholders. This net income or profit in¬ 
cludes fewer items than those listed above for a proprietorship. 
Income available for dividends (some may be retained in the 
corporation) is in part an interest return on capital invested 
by the stockholders. Any of this income in excess of an inter¬ 
est return on lending capital is compensation for the partial 
managerial function of stockholders, especially those serving 
as directors of the corporation. Under competitive conditions 
wages of management, or minimum profits, for a corporate type 
of business consist of the compensation of the manager and 
that portion of income available for dividends which is a 
managerial compensation for stockholders. 

Minimum profits, then, require no special explanation. En¬ 
trepreneurship IS usually a mixture of special labor ability and 
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the ownership of capital and land. Minimum profits are in¬ 
directly related to the marginal productivity of labor, capital, 
and land. Unless entrepreneurs receive on the average (losses 
included) a compensation which approximately equals the 
amount which they could obtain by hiring out as managers, 
leasing their land, and lending their capital, they cease to be 
entrepreneurs. Under conditions of perfect competition, perfect 
mobility of the factors of production, and a stable price level, 
different enterprises would make different average minimum 
profit rates. If implicit interest and rent returns were deducted, 
the remaining differential returns would represent wages of 
management for different grades of entrepreneurial ability. 
Average minimum profit rates, then, are normal profit rates 
(i.e., rates which would prevail in the long run under the above 
assumed conditions). Although minimum profits are treated 
from an accounting point of view as a residual sum or surplus, 
they are. from an economic point of view, part of the cost of 
production and affect the prices of consumption goods. 

Profits may approximate a minimum level occasionally in 
some industries and trades, but perfect competition, perfect 
mobility of the factors of production, and a stable price level do 
not exist. Technological changes, differentiation of products, 
and other innovations make pure profits appear at least tem¬ 
porarily in many lines of production. Entrepreneurs in some 
industries may receive pure profits over a long period of time, 
in others, losses may persist. 


Causes of Pure Profits. 

Unique Ability AND Innovations. Entrepreneurs assume 

certain noncalculable risks. They contract to pay interest, ren . 
and wages but their compensation depends upon uncertain fu¬ 
ture mafre't conditions. Laborers, creditors, and l-downers a so 

assume risk in the process of production, 

gard to production for future markets is the function o 

mepreneur—a function of assuming 
severe losses. Exceptional ability to 

to cope with economic uncertainty may result in »"gh mmimum 
profits (wages of management) for some entrep eneurs^ Ex 

ceptional ability, however, may „„e 

individuals with unique ability may be able to earn more 
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entrepreneurs than as managers because enii)Ioycrs fail to recog¬ 
nize the merit of their ideas and are unwilling to allow them to 
experiment. These individuals as entrepreneurs may exploit 
new inventions, introduce new methods of production, de¬ 
velop new marketing technique, and carry out other innova¬ 
tions. They receive more for a period of years than they would 
have received as managers. The excess returns represent one 
type of pure profits. 

Luck. To distinguish between pure profits which arise be¬ 
cause of unique ability and innovations and those which arise 
because of mere chance is difificult. However, because of luck, 
many entrepreneurs may receive large windfall gains during 
a few years (e.g., during a war or other price level changes) 
which make their average profits exceed a minimum rate over 
a long period of time. The excess gains constitute another type 
of pure profits. 

Imperfect Mobility and Monopoly. Because of the im¬ 
mobility of the factors of production, especially labor, entre¬ 
preneurs in some industries may be able to obtain over a long 
period of time certain factors at prices below their marginal 
productivity. This situation is often linked with various degrees 
of monopoly in the purchase of factors (monopsony) and in 
the sale of products. These monopoly gains, as indicated in a 
previous chapter, frequently exceed a competitive rate of re¬ 
turn. The excess represents a third type of pure profits. 

Causes for Persistent Losses. On the other hand entre¬ 
preneurs in some industries may receive over long periods of 
time returns below the minimum profit level. Industries which 
are characterized by small operating units and small fixed in¬ 
vestments are likely to be overcrowded (e.g., farming, repair¬ 
ing, retailing, etc.). Wage and salary workers can easily be¬ 
come entrepreneurs. Because of the social prestige of being in 
the entrepreneur class, the satisfaction of being one's own boss, 
and the security against an arbitrary discharge, many in¬ 
dividuals are willing to accept lower returns as entrepreneurs 
than they would receive if they hired out as workers and lent 
their capital. Even in industries which require relatively large 
amounts of t^pital, many entrepreneurs may receive over long 
periods of time returns below minimum profits. Many in- 
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dividuals who become entrepreneurs overestimate their ability 
and opportunities. They judge their future success on the basis 
of entrepreneurs who have succeeded in a given industry, and 
not on the basis of the number of entrepreneurs who have failed. 
The entrance of new optimistic entrepreneurs into a given 
industry from year to year lowers profit rates for many enter¬ 
prises below a minimum level. If an industry is dying out, 
jirofits for most entrepreneurs are likely to be below the mini¬ 
mum level for a period of years. 


Pure Profits and Costs. For the most part, pure profits 
are not a necessary cost of production. They represent a form 
of unearned increment. Pure profits and the number of en¬ 
terprises receiving them over a long period are probably small. 
The existence of pure profits is likely to attract entrepreneurs 
into a given industry, and competition causes them to disap¬ 
pear. The possibility of making pure profits is not essential in 
order to induce entrepreneurs to exercise their ability and to 
assume risk. Minimum profits (wages of management), plus 
the prestige, freedom of action, and security against arbitrary 
discharge which go with entrepreneurship, are sufficient to 
stimulate initiative and to attract entrepreneurs. 


Taxation of Pure Profits. The taxation of pure profits like 
the taxation of unearned increment from land is impracticable. 
To separate pure profits from minimum profits is a qualitative 
rather than a quantitative problem. The rnanner of making 
profits, not the size of profits, is the point of distinction. 
Nearly all enterprises in a given industry may make profits in 
excess of a theoretical minimum for .a few years, but these 
may be offset by subsequent losses. If the profits and losses of 
a given industry were averaged over a period of years, any a - 
tempt to tax profits in excess of the average place a pen¬ 

alty on entrepreneurs with superior ability. Over ^ 
years each enterprise, rather than a given industry, has a 
Minimum profit rate. To calculate these rates and to jply a 
tax on pure profit is an impossible task. An excess profits tax 
rjrtirable'only as an emergency measure to ra.se revenue 

(e.g., during a war). 

The Profit Motive and Production. From a 
of view pure profits and some minimum profits are difficu 
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justify. Hired managers are usually carefully selected, but in 
many industries anyone can plunge in as an entrepreneur. The 
unregulated selection of entrepreneurs is likely to result in over¬ 
expansion of certain industries, or in the multiplication of small 
units of production. If production were concentrated in the 
hands of the more capable entrepreneurs, the marginal produc¬ 
tivity of labor would be higher, and the increase in large-scale 
production would lower prices to the consumer. Production 
for profit, moreover, docs not always guarantee the quality of 
products. Since consumers are not expert buyers, the producers 
of harmful and inferior products make profits. Monopoly 
profits based on restricted output represent an economic loss. 
The wasteful exploitation of natural resources is another ex¬ 
ample of the injurious social effects of the profit motive. 

Although profits arc an imperfect guide to production and 
investment and an imperfect incentive for efficiency in a social 
sense, the profit system (or system of free enterprise) must be 
credited with remarkable achievements. Capital equipment has 
been multiplied and perfected, an intricate system of finance has 
been developed, production has been increased, and the level of 
consumption raised. The difficult problem, moreover, of plan¬ 
ning the total production of a country, of* selecting capable 
managers, of fixing wage rates, of pleasing the majority of con¬ 
sumers (e.g., under a system of state socialism) lessens the 
significance of the above disadvantage of a system of free 
enterprise. In a practical way the pursuit of profits has ac¬ 
complished a rough allocation of scarce means of production 
and has increased those means. But a system of free enterprise 
needs careful regulation, and the difficulties of enforcing fair 
competition, of protecting labor and the consumer, of control¬ 
ling price levels, and of supervising monopolies may prove to 
be a costly and impossible task. The disadvantages of a system 

of free enterprise may be viewed as necessary costs to obtain 
its advantages. 

PERSONAL INCOME AND PERSONAL DISTRIBUTION 

The Gross National Product. Estimates of the dollar 
value of production and income are collected by the Department 
of Commerce and provide a statistical summary of the distribu¬ 
tion of income. The gross national product is the estimated 
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dollar value of all goods and services produced in a given year. 
When certain deductions are made from the gross national 
product (see Table I), the remainder is called the national 
income. It represents the payments to the factors of produc¬ 
tion (functional distribution). By making certain deductions 
from and additions to the national income, we can find the 
personal incojne or the income payments to individuals. 


Table I. Gross National Product, National Income, and Personal Income 
in 1947. (Seasonally adjusted annual rates based on the period 

January to June, 1947.) ^ 


Cross National Product 


$225.0 billion . 


Less: 

Capital consumption allowances . 

Indirect business tax and nontax liabilities . 

Business transfer payments . 

Statistical discrepancy. 

Plus: 

Subsidies less current surplus of government enterprises 
Equals: National Income . 


11.8 

16.8 

.5 

(-) 3.0 

.1 

$199.0 billion 


Less: 

Corporate profits and Inventory valuation adjustment 

Contributions for social insurance . 

Excess of wage accruals over disbursements. 

Plus: 

Government transfer payments . 

Net interest paid by government . 

Dividends . . 

Business transfer payments . 

Equals: Personal Income . 


23.5 
5.9 
0 . 

10.3 

4.5 
6.2 

.5 

$191.1 billion 


The distribution of national income on a functional basis 
as analyzed previously can be presented only in an approximate 
form Rent, interest, and profits are frequently merged in an 
income (e.g., small proprietor) and they cannot be shown 
separately. Wages and salaries, the largest item, usually repre¬ 
sent about two-thirds of the total. The factoral distribution is 


as follows; 

Compensation of employees . 

Proprietors’ and rental income..... 

Corporate profits and inventory valuation adjustments 

Net interest . 

National Income . 


$125.3 billion 
46.9 
23.5 
3.3 

$199.0 billion 


1 For a detailed explanation of these it^s. see 
July. 1947, supplement entitled, “Natjonal Income and Product Statistics o 

Uiutcd States, 1929-1946.” 
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If from the personal income the personal tax and nontax 
payments are subtracted, the result is the disposable personal 
income or the amount individuals have to spend. Then, in 
turn, if from the disposable personal income the amount of 
personal consumption expenditures is subtracted, the differ¬ 
ence represents the amount of personal savings. In 1947, at 
annual rates based on the first half of the year, personal income 
was $191.1 billions; personal tax and nontax payments, $21.5 
billions; and disposable personal income, $169.6 billions. Ex¬ 
penditures on personal consumption were $158.0 billions which 
left $11.6 billions in personal savings. 

These figures on personal income give a picture of the ag¬ 
gregate purchasing power of the entire economy. The higher 
the gross national product, the greater will be the personal 
income, although differences in taxes may make the amount 
of disposable personal income proportionally less. An in¬ 
crease, however, in dollar income does not necessarily measure 
the real purchasing power since prices may have risen even 
more than income. 

Personal Distribution. The personal distribution of in¬ 
come indicates how the income is divided among spending 
units (all persons living in the same dwelling and belonging to 
tlie same family who pool their income to meet their major 
expenses). In 1946, the top 10 per cent of the spending units 
received 32 per cent of the money income before taxes; the 
top 30 per cent received 60 per cent of the money income; the 
other 70 per cent of the spending units received 40 per cent. 

During World War 11, there was a general shifting of 
spending units from lower to higher income groups. About 
one-half of all spending units received incomes under $1,000 

about one-third in 1941, and about one-fifth in 
46. These increases in money incomes, however, do not 
necessarily mean that the spending units have increased their 
. purchasing power or financial status since higher prices and 
taxes may have offset these gains. 

Inequalities of Income. In spite of these shifts, the dis¬ 
tribution of income is still markedly unequal. The top 10 per 
cent receives a third of the income, and 90 per cent the other 
two-thirds. The bottom 30 per cent of the spending units re- 
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ceived only 9 per cent of the money income in 1946 or ap¬ 
proximately less than $1,150 per spending unit. Such inequali¬ 
ties have many political and economic consequences. Probably 
tlie most important consequence is the difficulty experienced by 
the masses of consumers to purchase, over a period of time, 
the goods which are produced for tliem. Over a period when 
incomes are increasing, there the possibility that the savings 
and investment of the high-income groups expand too rapidly 
relative to spending, especially among the low-income groups. 
The readjustment in terms of falling prices, contracting sav¬ 
ings and investment, and reduced income and employment may 
take the form of a major depression. The low-income groups 
are unable to save and acquire property which maintains and 
perhaps increases the inequality in the distribution of income. 
In early 1947, the liighest 10 per cent of the spending units, 
ranked according to their holdings of litjuid assets, held 60 
per cent of the total liquid assets owned by the spending units. 
Nearly 40 per cent of all spending units held none, or small 

amounts, of liquid assets. 


Causes of Inequality. 

Differences in Abilitv. Individuals are not born with 
equal ability. Many individuals lack the physical enerp and 

nic-ntal alertness esse.itial to a high degree of 
tite extent that economic incqnalit.es are the resnit of in equal 
abilities, society gains by rewarding the more capable in¬ 
dividuals so that they will work with maximum cfhc ency If 
individuals were given equal opportunity to P 

abilities, economic inequalities would probably be Its.e , 
great difTercnces would still appear. 

hiherited, but wealth and opportunity are inherited, and eon 

sequently some economic inequalities are "“t 

cnees of ability. These differences m abilit), hone , 

frequently difficult to ascertain. . f nrivite nsop- 

Nature of Institutions. The institutions “f P”'^^ 
erty, inheritance, and free enterprise foster j 

and income distribution. Huge fortunes have been e ta^ 

and increased through the years because of 

or mere chance. Piracy and slave holdmgr were the 

for some of the first American fortunes. Real estate speculators, 
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exploiters of mineral resources, patent holders, and producers 
of materials for tlie armies during the Civil and World Wars 
have built up huge fortunes. Most modern fortunes arc made 
from large-scale production under corporate management in 
which the control of ownership is concentrated in the hands of 
a few individuals. Inheritance is a cumulative force which in¬ 
creases the already existing inequalities. The heirs of a large 
estate, which may have been built up because of exceptional 
ability, may be totally unfit to manage it, but under a capable 
and well-paid trustee their incomes may be maintained and even 
increased. 

Economic Factors. The distribution of income may be 
affected by many economic factors. Unequal bargaining rela¬ 
tions between employer and employees, bctwce!i manufactur¬ 
ers and the sellers of raw materials, indeed, any inequalities 
arising from monopoly elements or imperfections in the market 
will influence the distribution of income. Changes in the price 
level may favor creditors or debtors depending on the direction 
of change. Tax policies may favor one income level against an¬ 
other. Tariff policies may affect adversely one section of the 
country as compared with another and thus influence the in¬ 
come received by that section. 


Amelioration of Inequalities. Inequality may be lessened 
by modifying the amount of accumulated wealth, by decreasing 
large incomes especially from property, and by raising incomes 
in the lower income groups. The principle of inheritance is 
useful in a system of free enterprise as long as the family re¬ 
mains an important social unit—the provision for dependents 
stimulates initiative and thrift. Moderate inheritance taxes, 
however, do not interfere with initiative and capital accumula¬ 
tion, and they tend to lessen economic inequalities. Income taxes 
with moderately graduated rates perform the same function. 
Control of monopoly and the prevention of unfair competition 
are also important aids. Low income groups may be benefited 
by an increase in public health, recreation, and educational fa- 
cihties. Minimum wage laws, social insurance, and restriction 
ot immigration may aid this group. Birth control in defective 

and indigent families would tend to eliminate the unfit and in- 
emcient. 
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Chapter Fourteen 


POPULATION PROBLEMS 

IMPORTANCE OF POPULATION 

The population of any country is an important economic 
factor because it is both the object for which goods are produced 
and the chief agent in producing them. Populatioii changes 
necessarily lead to new economic problems and social adjust¬ 
ments. Both quantitative and qualitative considerations are 
involved in the economics of population. The former were the 
first to be studied historically because of the rather definite rela¬ 
tionship between the labor supply and the size of the population. 
In recent years the qualitative aspects have been emphasized. 

• 

QUANTITATIVE ASPECTS OF POPULATION 

The Concept of Optimum Population. The size of a 
country's population has meaning only when considered in re¬ 
lation to its other resources. Absolute numbers are of little 
importance unless related to natural resources and to the acquired 
skills and technology of the people. Britain with a population 
of 45 million is a wealthier and more productive nation than 
^China with 450 million. A densely populated area like Puerto 
Rico may be considered “overpopulated” because of the pov¬ 
erty of its soil and the backwardness of its people. Another 
densely populated area like Belgium may not be considered 
overpopulated” because of its high degree of industrialization 
and the advanced culture of its people. 

The ratio of natural resources (those which man is able to 
utilize) to a given population determines how far the population 
can eve op. There is a direct relationship between population 
and me principle of nonproportional returns. For each coun¬ 
try there is a theoretical optimum population. The optimum 
may be defined as follows: for a given stage of the arts (tech- 
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nique of production) the optimum population for any given 
area is that which, when combined with the available resources, 
will yield the highest per capita production. Any increase in 
population beyond the optimum will cause a decrease in per 
capita output and a lower standard of living. A population 
lower than the optimum would mean that some natural resources 
could not be properly developed. Since an optimum size for any 
given population group varies with changes in the technique of 
production and other factors, such as the distribution of wealth 
and income, tariff policy, and age and sex distribution, no close 
approximation to an optimum population is attainable. A sta¬ 
tionary population at the optimum is the ideal goal. 


The Malthusian Theory of Population. The first serious 
quantitative analysis of population problems was that of 
Malthus, an English clergyman-economist, who published Ins 
“Essay on Population" in 1798. Malthus was writing in the 
early days of the Industrial Revolution when the popu ation ol 
England was increasing very rapidly and when the working and 
living conditions of the people were still extremely bad. 
gloomy views simply refiected the depressing atmosphere of th 


*""suMMARV or THE Maethusian Theohv. M.-.Uhus said 

that population was necessarily limited b> ^ increase 

sistcnce. The natural tendency was for population t - 

L'a faster rate than the means of subsistenee, w -ch me.tt tha 

people were doomed to a marginal standard of h g y 

increase in the means of subsistence (P-’-f P^'>p^°°ti\irin- 
be absorbed by an increase in the population. (P;P"etic 
creased in a geometric ratio and siibsisten 

ratio according to Malthus.) from increasing 

The checks which prevented population from 
beyond subsistence, according to Malthus """"prevent new life 


" t op.;* » 

in existence, e.g., Tnenev. M.llhus' dne 

predictions have not been borne out by subsequent 
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far as the Western World is concerned. The history of the past 
hundred years has sJiown that Malthus overestimated man’s 
willingness to reproduce himself and that he underestimated 
man’s ability to produce the means of subsistence. Since, in 
western countries, the means of subsistence has actually in¬ 
creased faster than the population, the standard of living, far 
from being constantly depressed to a minimum, has actually 
gone up. Malthus did not realize that the opening-up of new 
agricultural lands in the Western Hemisphere in the 19th 
century and the development of new agricultural techniques, 
including the use of fertilizers and the application of agricul¬ 
tural machinery, would lead to a vast expansion of food pro¬ 
duction. Nor did he realize that preventive checks to popula¬ 
tion increase would turn out to be so important. As the 
standard of living of western countries has risen, the birth 
rate has tended to fall for reasons that will be explained later 
in this chapter. 

Although it is fashionable in some circles toconsider Malthus 
outdated, his theory is nevertheless valid at the present time 
as far as the Orient is concerned. In India and China, for 
instance, the population has been increasing faster than the 
means of subsisteitce. and this increase is resulting in extreme 
poverty among the people. In these countries there has not 
been the improvement in the arts of production which enabled 
XVestern Europe and America to increase the means of sub¬ 
sistence, nor have the preventive checks been operating to 
reduce the birth rate. In the Orient Malthus’ positive checks 
have unhappily been mainly responsible for eliminating the 

summary, therefore, it may be said 
that Malthus analysis is correct if one assumes little progress 
in the arts of production and no development in a society’s 
culture of the preventive checks to reproduction. 


Population Trends in Recent Times. During the Middle 

^ Europe increased rather slowly. Both 

birth and death rates were high. However, the gradual improve- 

tvs; 
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birth rate remained high at first while the death rate was re¬ 
duced as a result of improved standards of living and ad¬ 
vances in medical knowledge and public health. This widened 
gap between the birth and death rates was primarily responsible 
for the great natural increase in the size of the population. 
After the middle of the 19th century, however, the birth rate 
started to fall in all civilized countries, and the gap between it 
and the death rate has been progressively narrowed with the 
result that today the population of some countries, notably 
France, is stationary, whereas that of other countries, includ¬ 
ing the United States and Britain, is increasing only at a 
decreasing rate. The population of the Soviet Union is still 
increasing rather rapidly as a result of a high birth rate and 
a falling death rate. In Asia the birth and death rates are 
both very high, and the population is pressing on the means of 


subsistence. . ^ 

There has been a remarkable increase in the population ot 

the United States which is attributable partly to natural causes 

and partly to the high rate of immigration before World War 1. 

In 1790. wlien the first census was taken, the ? 

the United States was 3,929,214; in 1860 it was 31,443.321; in 

1900 it was 75.994.575; and in 1946 it was estimated at over 

140.000,000. In spite of a rise in the birth “ 

World War II, the long-run trend in 7= 000 00^111011 is 
ward a stationary population of about 165,000,000 

expected to be readied about 1990. The density of the popula¬ 
tion of the United States varies considerably from 0.7 persons 
per square mile in Nevada to 536.4 persons per square 

Rhode Island. 


Net Changes in Population. Data dealing widi c^ 

in population are usually known as ^h" . 

a gUven population may be f->;°^:i°/nbs dea^s, 
in" factors or by any combination of the 

bird, rme is 

“'’’'1’7bTrtrrX'“-d al^ 

dmusand of the women of the Population or better^ the nji- 
ber of birdis per year per thousand of the women 
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bearing ages of the population. The birth rate in all civilized 
countries has shown a decline since the middle of the 19th 
century. 

In the United States the birth rate stood at 17.9 per 1000 
of the population in 1940, having fallen from 23.7 in 1920. 
There was a rise to 23.3 in 1946, but there is reason to believe 
that this was due to the abnormalities of the war and postwar 
periods and only a temporary interruption of the long-term 
trend. 

Principal Causes of the Declining Birth Rate. There is a 
close relationship between the standard of living and the birth 
rate. As the standard of living in an area rises, the birth rate 
tends to fall. More and more families “plan” the size of their 
families to fit their incomes and to permit them to enjoy the 
material advantages of a society with a high level of production. 
This is made possible not only by the higher intelligence of the 
people which comes from improved education but also by the 
spread of knowledge regarding the use of contraceptives. Old 
taboos regarding birth control have been broken down in most 
civilized countries. 


In countries with a high standard of living, women have 
been emancipated, and their desire for a career or at least for 
more social freedom has reduced their desire for children. The 
economic burden of rearing children has become increasinMy 
heavy the result of child labor laws, compulsory school attend¬ 
ance, and the pronounced shift in the United States from agri¬ 
culture to industry. ^ 


The Differential Birth Rate. This is a system by which the 
birth rate is broken down on the basis of income groups 
racial groups, occupational groups, etc. The differential birtli 
rate thus presents a more detailed picture than the crude rate 
In the United States, for instance, it shows that immi^ani 

^ ^3ve a higher birthrate 

than native-born, Anglo-Saxon stock, that rural families are 

larger than urban ones, and that lower income groups tend to 
have a higher birdi rate than upper income grou^. 

deaL^per^;erpef*:usa^^^^^ of 

age groups, and a more accurate 6^re is Xta^ned 

0.. ..mw ol p„ to.™!".? tl' 



2 i 6 Principles of Economics 

ferent age groups. A series of such rates will show the higher 
rates to be in the very young and the very old groups. 

The crude death rate stood at 10.8 per 1000 of the popula¬ 
tion in 1940, having fallen from 13.1 in 1920. 

Infant Mortality. In western Europe and in the United 
States the death rate has been greatly lowered in the past 
hundred years. The greatest reduction has been in the rate of 
infant mortality. A high infant mortality rate frequently ac¬ 
companies a high birth rate because both result from poverty, 
ignorance, and a low standard of living.^ Each reduction m Ae 
birth rate is accompanied by a decline in the infant mortality 
rate. It is higher in the lower income groups and probably 
lowest among the professional classes. The infant mortality 

rate in tlic United States (children under 
from 85.8 deaths per 1000 live births in 1920 to 47.0 in 1940. 
Adult Mortality. There has been no decline in the adult 

mortality rate comparable to that in the 

There has been, however, a remarkable reduction in the rate 

of adult mortality because of improved sanitation. 

industrial accidents, higher living standards. ^ed be 

medical practice. This reduction is very 7 -°- ^ 

cause after a certain point each additional reduction is made 

" The net increa-f popul^ 

tion-that is, the survival rate-.s the ratio_o^Mot« 

deaths (total births minus total death because 

has been increasing in spite of the ^ mortality 

while the birth rate has been falling, .-an- 

has been falling still more sharp y. continues to 

not proceed much farther because as the ^ 

groups, and more and more “ f extended much 

ing that the average length of people in 

farther, the death rate will the higher age 

the middle age groups grow older and 

^T^perts estimate that 29 rncf 

United States in 1975 will be o\e q per cent over fifty 

per cent under thirty as '' "f 1 / 192 O only 16 per 

now and 50.3 per cent under thirty now. 
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cent of the population was over fifty and 58 per cent under 
thirty. This shift in age distribution will give rise to serious 
problems in connection with old age pension programs and will 
also cause shifts in the nature of the demand for goods (e.g., 
fewer bicycles and school buildings and more wheel chairs and 
eyeglasses). 


QUALITATIVE POPULATION PROBLEMS 
The Importance of Quality. Qualitative population prob¬ 
lems were not considered important in a general way until the 
publication of Darwin’s Origin of Species in 1859. In recent 
years, the fact that the masses of the population (who are still 
in the lower income groups) are continuing to expand in num¬ 
bers while the higher income groups with better opportunities 
are decreasing, has drawn attention to the problem of quality. 

Racial Stock. Most sociologists arc agreed that there 
are no inherent racial differences, but instead merely varying 
cultural characteristics acquired as a result of differences in 
economic and social status and opportunity. Nevertheless, in 
the popular mind the quality of the population is often associa¬ 
ted with a desire to increase the birth rate among the “superior” 
groups (actually superior with regard to economic and social 
conditions) and to reduce it among the so-called “inferior” 
groups. Attitudes of this kind lay behind the discriminatory 
measures against immigrants of Latin and Slavic origin which 
were introduced in the Immigration Acts of 1920 and 1924, 
Race Suicide. Some writers believe that the continuous 
decline in the birth rate among the superior groups will lead 
to eventual race suicide. Other authorities say that this process 
has been going on for centuries and need cause no alarm. They 
argue that it stimulates the ambitions of the abler members of 
the lower classes to attain the top level. As the birth rate 
declines rapidly in the upper levels, there is room for some 
of those in the lower levels to move toward the top. Social 
heredity rather than personal heredity is stressed. 


Eugemes. Sir Francis Gallon in his work on heredity em- 
phasized the qualitative aspects of the population problem and 
was the first to use the term eugemes. At the present time 
the term refers to the movement for attempting to improve the 
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quality of the population by increasing the birth rate of superior 
gi-oups and decreasing that of inferior groups. Eugenics may 
be either positive or negative. 

Positive Eugenics. This program is based on the follow¬ 
ing assumptions: 

1) Classes with the lowest birth rates are biologically the 

best. (This is not necessarily the case.) 

2) Exceptional capacity is a family trait rather than an 

individual variation. 

Positive eugenics often fails to distinguish cultural from 
bioU>gical characteristics—a biological improvement in the race 
would not necessarily result in social and cultural advance. If 
the distinction were possible, the problem of knowing what 

characteristics to develop is not easily solved. 

The Hitler regime in Germany took some experimental steps 
in the direction of developing a Nordic “master race" winch 
would dominate the “inferior” Jewish, Negro, Slav, and Latin 
peoples. While the Nazis were quite successful m rearing 
healthy young storm-troopers, it can hardly be said that social 

and cultural advances resulted. . . 

Negative Eugenics. The aim of negative eugenics is to 

stop, as far as possible, the increase of the .“'™- 

especially when it can be shown that die defect is hereditary 

The methods include segregation, steriliMtion, ant pro 
of marriages among certain groups. Danger ^of dje 

greatest weakness of negatne eugenics. Tt^rv and what 

that characteristics should be regarded as hereditary and what 

practical plan should be adopted is difficult. 

IMMIGRATION: A QUALITATIVE AND QUANTITATIVE 

problem 

Immigration is the most recent fonn of 
ency of people to niigratc f''""’ of living, 

another with the hope of raisi g counuest. coloniza- 

Migration haa taken ,lie form o "’ gerartiristica of 

'":rtot^o:SalS^ 

fuLdier standards of living. 
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Immigration has been particularly important in American 
history, the United States having received more immigrants in 
the space of one century ^han any other country in history. 
Immigration policy is therefore extremely important, dealing 
as it does not only with the total number of persons admitted 
as immigrants but also with their race, nationality, religion, 
economic status, etc. 


^Nature of Immigration into the United States. From 
17/6 until 1820 only about 250,000 immigrants arrived in the 
United States. This small figure may be attributed partly to the 
lack of adecjuate transportation and partly to the various wars 
in Europe and the bans on emigration imposed by many coun¬ 
tries there. Between 1820 and the virtual cessation of immigra¬ 
tion around 1930, however, no less than thirty-seven million 
persons arrived in the United States. The peak of this vast 
movement of people was reached just before World War I 

when more than one million immigrants were being admitted 
to this country each year. 

The “Old” Immigration. Until the middle 1880's the 
bulk of the immigrants came from the British Isles, Scan¬ 
dinavia, and Germany. These people pushed the frontier west¬ 
ward and developed agriculture. A large proportion of them 
were farmers and craftsmen. 


^““'‘^kation. From the end of the 1880's 
until the 1920 s, when the gates were closed to mass immigra¬ 
tion, the majority of the new arrivals came from southern and 

Rnf-" Italy, the Balkans. Poland, and 

Kus la. These persons were mainly unskilled workers who 

been M The frontier had 

been closed when they arrived, and agriculture relative to in¬ 
dustry was declining in importance. 

Recent Trends. In the last fifteen years only a trickle of 
mmigrants has been admitted into the United States They 
have been mostly professional persons and intellectuals fleeing 

dieTrohf ‘"r" Since World w: ' l! 

tlie problem of nearly one million “displaced persons” in I? 

has arisen, and many Americans wish to admit so' 

to this country. Opposition in Coress however Te' I^T 
to prevent this. nowever, seems likely 
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Immigration Policies of the United States. In the earlier 
period, when the United States was undeveloped and sparsely 
populated, the policy was to encourage rather than to check 
immigration. The promise of political equality and economic 
opportunity was held out to all. With the exception of laws 
excluding Asiatics, contract labor, criminals, diseased persons, 
etc., passed towards the end of the 19tlvcentury, there were no 
seriolis restrictions on immigration into the United States until 
just after World War I. 

Reasons for Adoption of Immigration Restrictions. 
The reasons for the reversal after World War I of the tradi¬ 
tional free immigration policy were several and reflected the 
point of view of widely assorted groups. Labor unions were 
"rowing in strength and saw in a continued influx of foreign 
hibor ready to work for low wages a threat to their attempts to 
raise wages. A severe depression was experienced m lUU-iy-i 
and many people thought that the unemployed should not be 
subjected to the competition of immigrant workers in eir 
search for jobs. Many people also were of the opimon that t 
“Anglo-Saxon” nature of the American race had already 
been “diluted” by the flood of Slavic and Latin 
that this “dilution” should be stopped. In addi ion the Unite 
States was just embarking on a decade to be ^ -rac e-ed by 
isolationism, a hardboiled cynicism, and nationalistic and some 

times anti foreign sentiments. • restrictions 

Nature of the Restrictions. Immir,ratio 

were imposed through the quota system ’^^edjiy t^e acts 

nf 19^0 and 1924. Their effect was to limit total ^ 

tr. 1^'^ 774 with each country rccciMUg 
tion in any one year to .r-itl, reference to 

Europe whose citizens "'ere very anx ous 

I- s 28 ^’Spi.ra^ 

8®r76rre'’:f"n:; W. SreTne country's unused quotas 
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cannot be transferred to another country, this means that in no 
year has the total number of immigrants reached the maximum 
permitted by law. 

When the depression came in 1929, the quota system was 
reinforced by administrative restrictionism under which an im¬ 
migration visa would not be granted, even if a quota number 
were obtained, unless the immigrant could show that he would 
not become a public charge in the United States. This form 
of restriction can be applied against citizens of Western Hem¬ 
isphere countries who are not subject to the quota law. So 
stringently were the laws applied that in 1932, for the first 
time in American history, emigration actually exceeded immi¬ 
gration. 

There is no doubt that the days of mass immigration into 
the United States are gone forever. There are still possibilities 
of migration, however, from densely populated European areas 
to certain South American countries and to Australia, although 
such population movements will probably have to be financed 
and organized by the governments concerned. 
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AGRICULTURAL PROBLEMS 


THE IMPORTANCE OF AGRICULTURE 

The products of agriculture feed the nation and supply its 
industry with raw materials. Farmers and their families con¬ 
stitute an important minority of the population. Unless the 
farmer receives an income comparable to that of nonfarm 
workers, his buying power is curtailed. This reduces the market 
for industrial products and can result in serious depression. 
The prosperity of the nation depends upon the maintenance o 
a balanced relationship between agriculture on the 
and industry and other urban pursuits on the other The a - 
sence of such a balance is an indication that the factors o 
production of the nation are not being directed into their most 
productive channels. The “agricultural problem arises pr, 
cipally from the fact that, for the past thirty ^ ^ 

been a serious lack of balance between the supply of agncul 

tural products and the demand for them. 

THE POSITION OF AGRICULTURE IN THE ECONO 

The Relation of Farm Income to General 
vast majority of farmers receive very low incomes, both m ab 

in ,*.i.n to ,l: 

the mid-thirties, for instance no less ” P ^ ^ 

si.v million farmers not on relief rcceiv families were 

year or less, and six hundred thousand fam 

Ltually on relief. Although many farm duced 

at home, this is not true, for bf larger 

croppers in the South, Also arm the in- 

than urban families, a fact w P . 

come disparity. Farm incomes tend to fall very 
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of depression because of the inelastic demand for many agri¬ 
cultural products and the fact that the fall in prices <Ioes not 
usually result in any significant decrease in output. Farmers 
have traditionally been in favor of “easy money’’ policies since 
such policies tend to raise farm prices. The Populist move¬ 
ment in the late 19th century and the support given by farm¬ 
ers to more recent legislation for the purchase of silver to 
increase the monetary supply are evidence of this attitude. 


The Relation of Agricultural Population to Nonfarm 
Population. The agricultural population in general suffers 
from inferior medical and educational facilities and poor hous¬ 
ing. The latter is characterized by a‘noticeable lack of such 
conveniences as electricity, bathtubs, and indoor toilets. The 
majority of the farm population is not covered by the social 
security legislation enjoyed by urban dwellers, such as mini¬ 
mum wage laws, workmen’s compensation, old age pensions, 
and unemployment insurance. Altliough there has been a gen¬ 
eral drift of farm dwellers to the cities, this relative decline in 
the number of farm workers has not resulted in a decrease in 
production since it has been offset by increased mechanization 
and other improvements in technolog>\ In times of depression, 
rural distress is often aggravated by the development of a 
counter-drift from the city to the country. It may be said, 
therefore, that the high degrees of inelasticity in the supply . 
of agricultural labor hinders the downward adjustment of 
agricultural production in the face of declining demand. 

The Land Factor. Land, of course, is one of the most im¬ 
portant factors of production in agriculture. There are few 
otlier uses to which farm land can be put. so its withdrawal 
from production in the face of a declining demand is slow. 
Since the supply of land is inelastic, agricultural depressions 
have been characterized in the past by a collapse, and booms 

by an inflation, of land values. These fluctuations have helped 
make agriculture an unstable industry. 


er-Costs. A large part of a farm- 

sorr. " relatively fixed and nonpostponable, 

such as interest on mortgage debt and property taxes These 

costs become a heavy burden when farm income falls durin 


s 
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a depression. Production is continued during a depression be¬ 
cause such fixed costs must be covered in order to avoid loss 
of ownership. Often, production is actually increased in order 
that the same total income may be received even though prices 
have fallen. This expansion, of course, only leads to a further 
fall in prices. 


The Relationship between Agricultural Prices and In¬ 
dustrial Prices. Industry and tlie urban population are the 
principal markets for agricultural produce, and the instability 
of farm prices is in part due to the changes in demand brought 
about by business fluctuations. Instability is due in part also 
to two other factors: (1) fluctuations in yield which are 
brought about principally by changes in weather conditions and 
which can cause considerable changes in supply even thoug 
acreage does not change and (2) the time lag in the response 
of production to changes in demand. The latter is caused by 
the length of the production period in agriculture and the sea¬ 


sonal nature of production. 

The ratio of farm prices to the prices of other commodities 
represents the real purchasing power of the farmer s dol^r 
During the past thirty years this real purchasing ' 

tended to decline. Actually, however, parity of income rati er 
than paritv of prices is the significant index o arm pro P 

since prices without quantities sold te l 

income. The growing spread between the level of fa p 

and the level of other prices during the 

partly attributed to the prevalence of scmicompetit 

opolistic prices in industry. i *• .« of 

Government measures to improve the 
farmers in the economy have to take t le orm 

very nature of farming makes i that a healtliy 

wonhy of help, or on the sociological grounds that a 

prosperous farm population ts essential to the nation. 
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events, farmers have demanded and got in recent years a high 
degree of government assistance. 

The Importance of International Trade to Fanners. 
Normally a large part of the annual production of important 
farm products, such as wheat, cotton, and tobacco, has to be 
sold in foreign markets. Experience has shown that farm sur¬ 
pluses tend to accumulate unless a healthy flow of international 
trade is maintained. The loss of foreign markets reduces farm 
incomes, which in turn reduces farmers’ purchasing power in 
domestic markets. The establishment of the Food and Agricul¬ 
ture Organization of the United Nations and the continuation 
of the Reciprocal Trade Agreement Program arc evidence of 
a growing realization that American farm problems cannot be 
solved by domestic measures alone but only within the frame¬ 
work of a world economy. American farmers producing com¬ 
modities for export have traditionally been in favor of low 
tariffs; others, producing such things as fruits and dairy 
produce, which are more subject to the competition of imports, 
have been more in favor of protection. 

THE AGRICULTURAL DEPRESSION. 1920-1940 

Agriculture never really prospered betw^cen 1920 and 1940. 
Even during the prosperity period of the 1920’s, farmers were 
dissatisfied and w'ere demanding government aid. The causes 
may be found in an analysis of long-run factors to wdiich must 
be added the effects of catastrophes, such as World War I and 
the Great Depression. 

Long-run Supply and Demand. The supply of a^icul- 
tural products in the United States has for some time tended 
to increase at a faster rate than the demand for them. 

The slowing-down in demand may be attributed partly to 
the declining rate of population increase and partly to the 
failure of industrial output to expand as rapidly as formerly. 
The population of the United States increased by 21 per cent 
between 1900 and 1910 but only by 7 per cent betw'een 1930 

output increased by 150 per cent between 
1895 and 1915 but only by 50 per cent between 1919 and 1939. 
In addition, as the national income has risen, a relatively 
smaller portion of it has been spent on necessities like bread 
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and cotton clothing and a larger portion has been devoted to 
luxuries and savings. Demand for American farm products 
has also been reduced by the expansion of production in other 
countries which in many instances has been assisted by subsidies 
and tariffs. 

The supply of agricultural products has been increased by 
improved technology, especially the development of new farm 
machinery; by the progress made in developing new types of 
crops; and by other improvements resulting in a greater yield 
per acre. In addition, irrigation projects and soil conservation 
measures have succeeded in opening up new areas for cultiva¬ 
tion. 

The tendency for increases in supply to outstrip increase in 
demand has produced a downward pressure on farm prices 
and incomes and an accumulation of agricultural surpluses. At 
the same time, as already stated, the relative immobility of the 
factors of production used in agriculture has made an adjust¬ 
ment to the situation by reallocation of the factors extremely 
difficult. The farm population of the United States was only 
a little over one million less in 1939 than it had been in 1920. 


The Effect of World War I. There is evidence that be¬ 
fore 1914 American agriculture was adjusting itself to a less 
important position in the economy. World War I, however, 
generated an artificial inflation of demand for American agri¬ 
cultural products which forced prices up to record leig ts an 
produced a corresponding expansion of output. The enian s, 
however, of Euroiiean allies and the U. S. armed forces iiring 
the war and of foreign relief for devastated areas afterwards 
was only temporary, and disappeared after 1920 leaving Ameri¬ 
can farmers with an inflated capacity to produce. Farm prices 
fell catastrophically.. Farmers found themselves ^o^ ^nly de¬ 
prived of markets but also burdened with ^ ^ K 

debts contracted during the boom. ^ obscure 

the nation was prospering during the 19-0 s tended 

the seriousness of the farmers’ position. 

The Great Depression. The Great Depression, ^ 

gan in 1929, naturally reduced the deinand for P 

The national income of the United States was not brought 
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back to its 1929 level again until the defense boom of 1941. 
It is not surprising, therefore, that the 1930’s were character¬ 
ized by huge farm surpluses and low prices. 

Tariffs and International Trade. The interwar period 
was one of growing economic nationalism, and American farm¬ 
ers were among the worst sufferers from this trend. Tariffs, 
quotas, and other barriers to international trade imposed by 
other nations deprived the farmer of his foreign markets, 
whereas the rising American tariff lessened his real income by 
increasing his costs of production and his living expenses. The 
foreign markets for American farm products were also de¬ 
creased because the purchasing power of other countries was 
lessened by their inability to sell to the United States. 

Growth of Industrial Monopoly. The further growth of 
monopoly in American business between World Wars I and II 
resulted in a growing inflexibility in industrial prices and often 
in their maintenance at higher levels than would have prevailed 
in competitive markets. This reduced the real purchasing power 
of the farmer’s dollar. When the depression came in 1929, 
the disparity between farm and industrial prices was intensi¬ 
fied. for industrial prices fell much less than farm prices. In 
addition, competing farmers often found themselves dealing 
with monopolies or semimonopolies in the field of processing 
and distribution. Milk marketing is a good example. 

Freight Rates. Freight rates were increased after World 
War I at a time when farm prices were falling. Since trans¬ 
portation is an important item in the cost of marketing, this 
had a deleterious effect on farmers. 

Changes in Dietary Habits. Changes in dietary habits 
have taken place in recent years. Nutrition experts now place 
less emphasis on basic starch foods, such as wheat and potatoes, 
and more on protective foods, such as dairy produce, fruits, and 
vegetables. This shift necessitates a corresponding shift in the 
pattern of production which has, however, tended to lag, thus 
causing an imbalance between the supply and demand for in¬ 
dividual commodities. 
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Development of Substitutes. The development of syn¬ 
thetic materials has tended to reduce the demand for certain 
agricultural products. Cotton, for instance, is being replaced 
in part by rayon and nylon. 


THE GOVERNMENT AND AGRICULTURE 

Before the Great Depression, government intervention in 
the field of agriculture was limited to such things as the pro¬ 
vision of cheap farm credit and the operation of agricultural 
experiment stations and the extension service. Since 1933, 
however, large-scale intervention has taken place for broader 
purposes which include supporting prices, supplementing farm 
incomes, planning production acreage, and disposing of sur¬ 
pluses. Although farmers are among the most individualistic 
of citizens, government participation in the industry is not 
likely to be reduced. 


Farm Credit and Finance. 

Farm Crrdit Administration. In order to handle farm 
loans more effectively, all federal agricultural credit agencies 
were consolidated in 1933 into a single agency known as the 
Farm Credit Administration. These included the Twelve 
Federal Land Banks (organized in 1916), which are owned 
by about 3200 co-operative national farm loan associations and 
which supply long-term mortgage loans (five to forty years) 
to association members, and the Twelve Federal Intermediate 
Credit Banks (established in 1923), which supply loans rang¬ 
ing from one to three years. In addition, twelve production 
credit corporations were established and supplied with govern 
ment funds to be loaned to local production credit associations. 
Finally, a Central Bank for co-operatives and twelve regional 
banks lend to co-operatives for aid in orderly marketing. 

Farm Security Administr.ation. The FSA. an ou- 
growth of the emergency Resettlement Administration, was 
established in 1937 for the specific purpose of helping lo« m- 
come and underprivileged farmers. Its activities 
numerous and have included such things as 
long-term rehabilitation loans to sharecroppers, the P™'’Sio 
of community services in backward rural areas, caring or 




igrant farm workers, and education in better farming meth 
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ods. It has performed particularly useful work in the South. 
In 1946 the FSA and the Emergency Crop and Feed Loan 
Division of the FCA were combined to form the Farmers' 
Home Administration. 

Federal Farm Mortgage Corporation. This agency 
was established in 1934 at a time when a wave of mortgage 
foreclosures and evictions was sweeping the country. It was 
authorized to use its two hundred million dollar capital sup¬ 
plied by the government and its niaxinuim bond issue of two 
billion dollars guaranteed by the government for the purpose of 
refinancing farm mortgages and preventing foreclosures and 
evictions by private citizens. 

Federal Farm Board, 1929-1933. The main purpose of 
the Agricultural Marketing Act of 1929 was to promote co¬ 
operative marketing and bring about orderly production and 
distribution of farm products. Actuall)*. the stahilizatit)n opera¬ 
tions of the Federal Farm Board, which it established, turned 
out to be of greater importance. This Board, through loans 
to co-operatives and also through special buying operations of 
its own in wheat and cotton, attempted to correct temporary 
fluctuations in price by holding surpluses off the market until 
better times. Since no controls were exercised over production, 
supply not only did not decrease; it actually increased! Prices 
fell to even lower levels. The Federal Farm Board was liqui¬ 
dated in 1933 with an estimated loss of $350,000,000. 

Production Controls. 

First Agricultural Adjustment Program, 1933-1936. 
As a result of the failure of the Federal Farm Board, the first 
Roosevelt administration decided that production controls were 
necessary to eliminate surpluses. The first Agricultural Ad¬ 
justment Act of 1933 therefore established a program of pro¬ 
duction restriction to be achieved by paying farmers to reduce 
output. This restriction in supply was intended to raise the 
prices of basic farm commodities (cotton, wheat, corn, hogs, 
rice, tobacco, milk, cattle, and sugar) until they reached *‘par- 
ity, which was described as being that level which would give 
the fairoers dollar the same real purchasing power in terms 
ot noniarm products as it had had in the years 1909-1914 
calculate “parity” the index numbers for both farm and non- 
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farm prices in the base period. 1909-1914, are assumed to be 
100. Thus if nonfarm prices should rise by 20 per cent, making 
the nonfarm price index 120, farm prices would also have to 
be raised until their index reached 120, if parity was to be 
maintained. If the government decided to support farm prices 
at only 90 per cent of parity, however, farm prices would only 
have to be raised until their index was 108.) The money 
needed to finance this program was raised by a tax levied on the 
first processors of the commodities covered. Because of this 
method of financing, the Supreme Court declared tlie act un¬ 
constitutional in 1936. 

An evaluation of the first AAA is difficult. Prices did rise 
and farm incomes were increased during the period of its 
operation, but how far this was due to the act and how far 
to the disastrous droughts which reduced supply is difficult 
to say. From an emergency point of view and taking into ac¬ 
count the lack of experience in agricultural planning at the 
time, the first A.\.\. was justifiable in the short run. But from a 
long-run point of view the creation of artificial scarcity in the 
face of widesi)rcad human need, as evidenced by the killing 
of little pigs and the plowing under of every third row of cot¬ 
ton, is both economically and morally indefensible. 

Soil Conservation Act, 1936. This act attempted to 
continue production control under the guise of soil conserva¬ 
tion, which was certainly much needed. The government might 
pay bonuses (not to exceed five hundred million dollars a year) 
to farmers who grew 'Specified crops considered favorable to 
soil conservation. Since this usually involved an extension of 
grass acreage at the expense of basic crops, production con¬ 
trol was continued in a disguised form. This was essentially a 

stopgap measure. 

The Second Agricultural Adjustment Program, 
1938- . The second AAA continued the idea of production 

control. The Secretary of Agriculture was authorized to fix 
acreage allotments for basic crops each year in order to regulate 
supply in accordance with the needs of the * ever-normal gran 
ary.” This program was to take care of yearly needs plus 
adequate reserve stocks in the event of shortages. Reinforcing 
this were marketing quotas which were to be enforced if two- 
thirds of the producers of a particular crop voted for tlieir 
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establishment. After the entry of the United States into World 
War II, stimulation of production took the place of restriction, 
but the power of control still exists. 

Commodity Loans and Parity Payments. 

Commodity Loans. The Commodity Credit Corporation 
was established in 1933 for the purposes of bringing about a 
rise in agricultural prices over the years and stabilizing those 
prices against undue variations in supply and demand. The 
assumption was that it would be more successful than the 
Federal Farm Board in this respect since its activities were 
backed up by the AAA’s production control. The method used 
took the form of nonrecourse loans to farmers who pledged 
their crops as security. If the market price fell below the level 
established in the loan (the level was gradually raised to 90 
per cent of parity in 1942 for most crops and even higher for 
cotton), the farmer simply turned his crop over to the CCC 
which bore the loss. If the market price rose above the loan 
level, the farmer repaid the loan and kept the extra amount as 
profit. The system thus in effect established a floor under farm 
prices but no ceiling over them. Pn tliis way the CCC accumu¬ 
lated huge stocks of basic commodities which the war demand 
liquidated. 

Parity Payments. Direct payments to supplement farm¬ 
ers* incomes when they are below parity were authorized by 
Congress. The largest amount appropriated was $212,000,000 
in 1938. 

Development of Foreign Markets. 

Reciprocal Trade Agreement Program. Since 1934 the 
State Department has pursued a policy of trying to expand 
the market for American exports, particularly farm products, 
by negotiating trade agreements with foreign countries which 
involve a mutual reduction of tariff barriers. There is evidence 
that American farmers have derived considerable benefit from 
this policy even though the Department of Agriculture’s policy 
of trying to raise farm prices has hardly been in accord with 
the State Department’s desire to develop foreign markets. 

Export Subsidies. After spending a great deal of money 
to raise domestic farm prices, the Department of Agriculture 
found it necessary on several occasions to subsidize exports 
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of wheat and cotton in order to bring down their sale price in 
foreign markets. Export subsidies are uneconomic and a 
fertile source of international friction. 

International Organizations. The United States took 
the lead in establishing the Food and Agriculture Organiza¬ 
tion at the Hot Springs Conference in 1943. This organiza¬ 
tion is trying to co-ordinate the policies of agricultural pro¬ 
ducers and consumers and to develop an orderly world market- 
ing system for agricultural commodities. Its aim is to avoid 
a recurrence of the situation in the 1930’s when surpluses per¬ 
sisted in some countries while the people of others went hun¬ 
gry. The United States is also trying to have an International 
Trade Organization established which will reduce or eliminate 
the barriers to world trade. American farmers can benefit from 
both the FAO and the ITO. 

Other Government Action. The federal government op- 
erates agricultural experiment stations and an extension service 
which makes the fruits of scientific research freely available to 
all farmers. Since 1939 it has operated a crop insurance plan 
to protect farmers against the vagaries of the weather. Dur¬ 
ing the 1930’s the Federal Surplus Commodities Corporation 
disposed of some food surpluses by direct relief grants to needy 
families and by establishment of the “food-stamp plan, which 
enabled needy families to buy with special stamps certain sur¬ 
plus commodities from private stores. The stamps were issued 
to supplement relief grants and were redeemed from the stores 
by the government. For once surpluses were dumped at home 

instead of abroad. 

AGRICULTURE IN WORLD WAR II AND AFTER 

The defense boom, the lend-lease program, and finally the 
entry of the United States into a global war once again gener¬ 
ated a tremendous demand for agricultural products. The whole 
government program of the I930’s was thrown into reverse and 
every effort was made not to restrict but to stimulate prodt 
tion.’ The CCCs accumulated stocks, with the exception of co - 
ton, were disposed of, and eventually food rationing and a 
priorities system had to be introduced because of -diortages eve 
though overall production was expanded to a point about one 
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third above the prewar level. Price ceilings were established 
under OPA in order to prevent a repetition of the inflation of 

World War I. 

The Steagall Amendment. In May, 1941, price-support 
was extended to the so-called “Steagall commodities” (which 
included milk, potatoes, soybeans, peanuts, etc.), and in Oc¬ 
tober, 1942, the production of essential commodities for the 
war effort was encouraged by the raising of the parity loan 
rate to 90 per cent. In order to prevent a letdown in prices after 
the war, the support of both basic crops and Steagall com¬ 
modities” was guaranteed until the end of a two-year period 
beginning on the January 1st following the end of hostilities. 
This period expires on December 31st, 1948. 

Postwar Inflation. During the early years of the postwar 
period the demand for farm products continued high, stimulated 
by full employment at home and relief and reconstruction de¬ 
mands abroad. Following the removal of OPA controls in 
1946, farm prices moved upward. A repetition of the deflation 
of the 1920’s is a possibility. In that event, however, the govern¬ 
ment price-support program will be operating. If prices fall 
below the support level, billions of dollars may be spent. 

Careful planning will be necessary in order to avoid an¬ 
other agricultural depression. Among other things, full em¬ 
ployment will have to be maintained at home; trade barriers will 
have to be reduced and international planning of production 
and consumption through the FAO will have to be resorted to; 
and domestic price support, acreage allotments, and stabiliza¬ 
tion schemes will have to be continued. Co-operative marketing 
along the lines of the California Fruit Growers’ Exchange 
should be encouraged among farmers. Government planning 
is necessary in agriculture in order that a stable framework 
may be established within which private enterprise may op¬ 
erate. In this case, at least, government planning and private 
enterprise are complementary rather than competitive. 
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Chapter Sixteen 


LABOR PROBLEMS 

THE LABOR MOVEMENT 

Growth of Labor Organization. Trade-unionism origi¬ 
nated in Britain—an inevitable concomitant of the modern in¬ 
dustrial system. Beginning in the 18th century, the Industrial 
Revolution took individuals from agriculture and home indus¬ 
tries and concentrated them in large numbers in cities where 
they worked in factories. A new social class of propertyless 
workers was created—men and women who sold their labor 
services to employers who owned the new machines and other 
means of production. Low wages, abominable working and 
living conditions, and social distress were general in indus¬ 
trial areas in the 19th century. Since an individual worker was 
in no position to bargain with his employer, workers in dif¬ 
ferent trades gradually established organizations for the pur¬ 
pose of taking collective action to improve their lot. In all 
walks of life men with common interests organize for the 
purpose of furthering those interests. This is true of business¬ 
men (National Association of Manufacturers, Chambers of 
Commerce, trade associations), veterans (American Legion), 
farmers (the Grange, National Farmers Union), doctors 
(American Medical Association), and economists (American 
Economic Association) to mention only a few. Similarly, 
workers in different crafts and industries have formed labor 
unions. Through organization labor has the strength of con¬ 
certed action, and the result has been to raise the level of con¬ 
sumption and promote industrial democracy. 

Although labor unions were at first regarded as criminal 
conspiracies (prior to 1825 in Britain) and were subjected to 
various legal restrictions, these obstacles were gradually re- 
moved ^d by World War I European labor unions were 
powerful forces m politics. The British Labor Party was 
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formed as the political organ of the British labor movement 
and receives its greatest support from the Trades Union Con¬ 
gress. It has also gained the support of socialists in other walks 
of life and in 1945 won an overwhelming victory in the gen¬ 
eral election, after which it became engaged in an ambitious 
program of nationalization of basic industries. In 1947 nearly 
all advanced countries, with the exception of the United States 
and Canada, had left-wing (semisocialistic) governments, draw¬ 
ing their main support from the labor movement. They in¬ 
cluded France. Italv. Sweden. Belgium, Australia, New Zea¬ 
land, and Jai)an. Even in the Ehiited States the labor unions 
were a powerful force in politics. 

Late Development of Unions in the United States. 
The labor movement was relatively late in developing in the 
United States. Tins may be attributed in part to the fact that 
for the greater part of the 19th century agriculture was more 
important than industry. The United States was a young ex¬ 
panding country in which opportunities for the individual were 
almost limitless. The general social and economic situation did 
not favor collective action. In addition, the continuous influx 
of immigrants, many of them not speaking English and anxious 
to take any job, made organization of workers difficult. There 
were numerous legal obstacles in the w'ay of labor organization, 
labor unitjus were legal, but many of their activities were not 
formally sanctioned, e.g., collective bargaining: the courts \\ere 
unsympathetic; and soldiers were often used to break strikes. 
In the famous Danbury Hatters’ case (1908), labor unions 
were held subject to an act which had been passed in 1890 to 
deal with monopolies in business—the Sherman Antitrust Act 
which prohibited “conspiracies and contracts in restraint of 

trade.” ^ . , 

Finally, employers had a whole arsenal of legal and non- 

legal weapons at their disposal to prevent unions from achieving 
their goals. These included the blacklist— is. hsts of union 
sympathizers which were circulated among employers who 
would then refuse such persons employment: the yellow-dog 
contract, under which an employee was compelled by his em- 
Dloycr to agree not to join a union as a condition of getting 
job; the injunction, a court order obtained by the employer 
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which restrained the union from a wide range of activities con¬ 
sidered necessary for the successful operation of a strike; the 
lockout, in which the employer closed his plant and tned^ to 
starve the workers into submission; and physical force, union 
members and sympathizers being beaten up and terrorized by 
hired thugs and professional strikebreakers. 

Growth of Labor Unions since 1932. The greatest period 
of growth in the history of the American labor movement 
came after 1932. This was a result of the favorable legislation 
passed in the ’30’s, the friendly attitude of the New Deal Ad¬ 
ministration, and the public’s readiness (because of the depres¬ 
sion) for economic change. In 1947 labor unions had a total 
membership of fifteen to sixteen million workers. 

Norris-LaGuardia Act, 1932. This act drastically limited 
the ability of employers to get court injunctions against union 
activities. Unions were thus enabled to plan and organize 
strikes, picketing, and other activities without fear of being 
enjoined to cease and desist by the courts. The act also out¬ 
lawed the yellow-dog contract and thus removed another ob¬ 
stacle in the way of organization. 

National Labor Relations (Wagner) Act, 1935. This 
act, passed after the invalidation of the National Industrial Re¬ 
covery Act, which had contained a clause guaranteeing the 
right of collective bargaining, was a landmark in labor history. 
It has been called labor’s "Magna Carta" and has been re¬ 
sponsible for a tremendous expansion of union membership. 
Briefly, the Wagner Act compelled an employer under pain of 
severe penalties to bargain in good faith with a union when it 
was certified as a bargaining unit representing the workers 
by the National Labor Relations Board. The NLRB, the ad¬ 
ministrative unit established under the act, was empowered to 
conduct plant elections to determine which union, if any, the 
workers wished to represent them. Employers were also pro¬ 
hibited from a number of so-called "unfair labor practices,” 
such as interfering with the organization of a union and dis¬ 
criminating against union sympathizers in hiring or promo¬ 
tional policies. The NLRB also acted as judge and jury in that 
it could hear complaints about alleged violations of the act and 
issue judgments which could be upheld in federal courts. For 
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instance, the NLRB could order the reinstatement of a worker 
wrongfully fired for union activities. Important features of the 
Wagner Act have been changed by the Labor-Management Re¬ 
lations Act of 1947 (the Taft-Hartley Act). 

Attitude of Administration and Courts. During the 
New Deal, labor leaders had considerable influence in the gov¬ 
ernment at Washington. The Roosevelt Administration made 
no secret of its sympathetic policy toward labor organizations 
as an offset to powerful business interests. The Supreme Court, 
too, after its “liberalization” in the late ’30's, delivered many 
decisions favorable to organized labor. After World War 11 
labor began to lose its influence in the national government, 
but by that time unions had become a great political and eco¬ 
nomic power in the land. 

Organizational Features of the American Labor Move¬ 
ment. In the 1870’s and 1880's the Knights of Labor attempted 
and failed to unite the whole mass of workers, regardless of 
their trade, into a great industrial union. The main develop¬ 
ment of local and national labor organizations on a permanent 
basis was in the form of craft or trade unions. Unionism 
among unskilled w’orkers, or a combination of unskilled and 
skilled workers, developed slowly. 

American Federation of Labor. The AF of L was 
founded in 1881 and is the oldest of the big labor organizations 
in the United States. It is primarily a loose federation of na¬ 
tional craft unions, organizations of skilled workers in a single 
trade or several closely related trades, who unite on the basis of 
their common skill regardless of the industry. Local craft 
unions are federated into city councils and state and national 
organizations, the national organizations belonging to the 
AF of L. Each craft union has control over its own policies 
and problems affecting all members. AF of L unions are mainly 
in the building trades, local transport services, the printing 
trades, and coal mining. The AF of L is a relatively con¬ 
servative organization. It does not support any political party 
in national affairs, but operates on an economic level support¬ 
ing labor’s friends in Congress and opposing its enemies. Since 
1933 the AF of L has more than doubled its size and by 194/ 
had over seven million members. 
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Congress of Industrial Organizations, The CIO orig¬ 
inated as the Committee for Industrial Organization formed 
within the AF of L by a group of labor leaders who were dis¬ 
satisfied with the practices and policies of the AF of L. They 
wished to organize industrial unions—that is, organizations 
of all workers in a particular industry, skilled or unskilled, and 
regardless of craft. In 1936 these “rebels,” including John L. 
Lewis and David Dubinsky, were expelled from the Al* of L 
and formed the CIO. Lewis and the United Mine Workers 
returned to the AF of L in 1946. The CIO has been successful 
in the organization of the great mass production industries, 
such as steel, automobile, glass, and rubber. By 1947 it had 
more than six and a half million members. Unlike the AF of L, 
the CIO has been active in politics, working primarily through 
its Political Action Committee. 

The Railroad Brotherhoods. The railroad workers of 
America have their own powerful unions which have never 
affiliated with either of the two major groups. The railroad 
unions include the Brotherhood of Railway Trainmen and the 
Brotherhood of Locomotive Engineers. Total membership of 
all the operating and nonoperating railway unions is approxi¬ 
mately half a million. The railroad workers not only have 
their own unions but also have their own pension plan uiulcr the 
Railroad Retirement Board and their own government ma¬ 
chinery for the settlement of labor-management disputes. The 
latter was established by the Railway Labor Act of 1926. 

There are a few other independent unions which have not 
affiliated with either the AF of L or the CIO, e.g., the tele¬ 
phone workers’ union and the watchmakers’ union. Company 
unions are now presumably independent. In 1947 probably one 
and a half million workers belonged to independent labor or¬ 
ganizations. 

Company Unions. Company unions are composed of 
workers employed by a single plant or company. Formerly 
they were often dominated by management, but the Wagner 
Act prevented a company union from being used by manage¬ 
ment as a device to exclude a truly independent union. The 
employee’s organization of Standard Oil of New Jersey is an 

example of a successful company union not dominated by 
management 
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Other Labor Groups. There are some smaller labor 
groups, such as the Industrial Workers of the World, famous 
a generation ago as the “Wobblies" and who are associated with 
radical utopianism. A substantial majority of American em¬ 
ployees, however, belong to no union. This is particularly true 
of workers in agriculture, domestic service, and clerical occu¬ 
pations. 

Aims and Accomplishments of Labor Unions in the 
United States. 

Membership and Union Security. The primary aim of 
any union is to acquire members, achieve recognition, and estab¬ 
lish as complete a monopoly as possible over the supply of labor 
to employers. Membership drives and union recognition, for¬ 
merly difficult to carry out and achieve, have been encouraged 
and facilitated since 1935 by the Wagner Act machinery. 
Membership in unions has increased more than fourfold since 
that date—that is, from approximately three and a half million 
to about fifteeti million. 

Closed Shop. The most complete form of union security is 
the agreement for a closed shop under which only union men 
may be hired by an employer. Over 3.350.000 workers were 
covered by closed shop agreements in 1947. If the union is an 
open one and new members may join without restrictions, then 
certain advantages may result from a closed shop. The mam 
ones are the staf)ility in contractual relationships between labor 
and management and the inability of nonunion members to take 
advantages of concessions won by the union for its members 
without sharing the sacrifices. If, however, the union is a closed 
union and limits its membership by enforcing long apprentice¬ 
ship or by charging high initiation fees, then a closed shop can 
result in an undesirable labor monopoly. Until the passing o 
the Labor-Management Relations Act which put an outright 
ban on the closed shop, thirteen states fnot including any im¬ 
portant industrial state) had laws specifically banning the closed 

shop. , . 

Union Shop. In a union shop, the employer may lure any¬ 
one he pleases, but the new worker must join the union within 
a certain specified time. The Labor-Management Relations Act 
permits a union shop only when the majority of workers m 
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plant vote for one. In 1947 over four million workers were 

covered by union shop agreements. 

Mainteuauce of Membership. This was a type of union 
security introduced during World War II as a compromise so 
that the closed shop issue could be held in abeyance during hos¬ 
tilities. After the signing of a contract between the union and 
management, the worker was allowed a certain period of time 
(usually fifteen days) to make up his mind about his member¬ 
ship in the union. If he did not quit the union during tlie 
period of grace, he had to maintain his membership for the full 
period of the contract. If he did quit the union, he could 
still keep his job. Almost 3,700,000 workers were covered by 
this type of arrangement in 1947. 

Higher Wages. Higher wages are sought by unions, and 
the degree of success usually depends on the degree of monopoly 
over the supply of labor and the financial strength of the union 
if a strike is called on the pay-issue. Unions have been very 
successful in the last ten years in getting more money for their 
members. The average earnings of a coal miner, for instance, 
for a forty-hour week have risen from $.^9.14 in May, 1941, to 
$52.14 in May, 1947; those of an automobile worker from 
$39.16 to $59,56; and those of a worker in the women’s cloth¬ 
ing industry from $21.56 to $51.88. In recent years, wage in¬ 
creases have tended to follow national patterns laid down by the 
leading unions and corporations. For instance, the 1946-wagc- 
increase pattern of I 8 V 2 cents an hour in hourly rates was set 
by the General Motors-United Automobile Workers agreement 
although only after a costly strike. In 1947 the wage pattern of 
15 cents an hour increase was set by the United Steel Workers- 
U. S. Steel Corporation agreement. Recently the question of 
an annual wage has begun to assume some importance—that is, 
some unions are seeking a guarantee from employers of a mini¬ 
mum amount of work and wages per year. 

Union Dues Check-Off. One way in which the union 
can keep control over its members and assure itself of funds is 
through an agreement for the compulsory check-off of union 
dues. Under such an agreement the employer deducts the 
workers’ dues from their paychecks and hands them over to 
the union treasury before the workers receive their pay. This 
has been a very common procedure. The Labor-Management 
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Relations Act, however, permits the check-off of a worker’s 
union dues only if the worker himself gives permission in 
writing. 

Hours of Work. Unions are anxious to see that part of 
the gains of increased productivity are handed on to workers 
in the form of shorter working hours. These have been con¬ 
sistently lessened as a result of union activity. One hundred 
years ago many Americans worked seventy hours a week; now 
the forty-hour week is the rule. Excessive hours of work lead to 
deadly monotony, fatigue, and an increased number of accidents. 
With an eight-hour day the workers have had more leisure for 
rest, recreation, and self-expression and their productive ef¬ 
ficiency has usually increased. 

Working Conditions and Workers’ Welfare. Im¬ 
portant subjects for union-management negotiation have been 
grievance procedures, the question of holidays with pay, promo¬ 
tional policies, the provision of adequate toilet facilities, sick¬ 
ness insurance schemes, retirement plans, and many other things 
affecting the personal happiness and security of the worker. 
So-called "health and welfare funds” have been set up in some 
industries to which employers contribute in order that money 
may be available for sick or retired workers or their dependents. 
One of the largest of these is that of the United Mine Workers, 
financed out of a levy on each ton of coal mined. The Labor- 
Management Relations Act forbids employer contributions to 
health and welfare funds unless the employer has some voice 
in the control of it. 

Co-operative Schemes. In order to enlist the loyalty 
and interest of workers—to "give labor a stake in capitalism 
as one prominent businessman has put it—and thus increase 
output and induce harmonious labor-management relations, co¬ 
operative schemes have been developed by some unions and 
employers. Union representation on councils affecting labor 
welfare, profit-sharing, joint management and personnel admin- 
istratioii arc a few of tlic plans. In the companies in Spo ane, 
W’^ashington, of which Eric Johnston, former President ® ^ 
Chamber of Commerce of the U S.. is director, a Junior Board 
of Directors has been established which consists of employees 
elected by their fellow employees and which works closely with 
the regular directors elected by the stockholders. In addition, 
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20 per cent of the net profits of the company each year arc 
divided up among the employees. The Eastman-Kodak Com¬ 
pany and the Kaiser-Frazer Corporation arc others which have 
profit-sharing plans. 

Political Aims. In recent years labor unions have played 
an important role in national politics. The Political Action Com¬ 
mittee of the CIO has held public meetings, organized “write- 
your-congressman” campaigns, lobbied vigorously in Congress 
and in state legislatures, and in many cases has been a powerful 
factor in the defeat or victory of candidates for public office. 
Although labor unions have not yet sponsored their own po¬ 
litical party as in England, nevertheless they have become a 
power in the land politically. The Labor-Management Relations 
Act of 1947 bans expenditures by unions for political purposes. 


Weakness of the American Labor Movement. 
Division between the CIO and the AF of L. The di¬ 
vision of the American labor movement into two major groups 
means that the power of labor on a national basis is weakened 
The split between the AF of L and the CIO over basic prin¬ 
ciples has been aggravated by the fact that the leaders of the 
two groups do not co-operate well on a personal basis. John T 
Le«ns first president of the CIO, resigned his position after the 
1940 election in which he backed the candidacy of Wendell I 
\\ ^kie, and then withdrew the United Mine Workers from the 
CIO. p 946 he took the UMW back into the AF of L from 
which he had originally departed ten years previously. Recent 
talks between AF of L and CIO leaders on the subject of 
unification have apparently not been successful 

Unions. Some unions, par- 
cularly those m the CIO, are weakened by internal rifts^be- 

tiieen different factions, and the division is very often over the 

issue of communism. The United Automobile Workers has 

tt •■leTt‘'°"'’ S-'-P of Walter R^ith" 

r g™”? of R- J- Thomas. In the National 

Maritime Union President Joseph Curran has been emra-ed 

n conflicts with left-wing elements suspected of being^-fel 
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munist sympatliies have succeeded in penetrating into posi¬ 
tions of influence in some unions. The Labor-iVIanagement Re¬ 
lations Act of 1947 refuses NLRB recognition of a union as a 
bargaining unit if any of its officers are communists. 

Closed Unions. Restrictions. “Featherbedding.” 
Some unions maintain an unfair monopoly by restricting un¬ 
reasonably the entry of new men into the craft. In many of 
the craft unions also there are “make-work” rules, such as 
limiting the size of a paintbrush a painter may use or the num¬ 
ber of bricks a bricklayer may lay. The American Federation 
of Musicians has received unfavorable publicity in recent years 
because of its policy of often compelling theaters and radio 
stations to hire musicians they do not need. The Labor-Man¬ 
agement Relations Act of 1947 makes “featherbedding” of 
this kind an unfair labor practice. Although such policies 
are indefensible from an economic point of view, they spring 
from the fundamental feeling of insecurity experienced by 
workers under capitalism. Since a worker feels he may be out 
of a job if a depression develops, he wishes to make his exist¬ 
ing job last as long as possible. One way to improve tlie situa¬ 
tion is by preventing depressions, extending social insurance 
to cover all important risks and groups of workers, and thus 
reducing the degree of economic insecurity. 

“Paralysis” Strikes. Traditionally a strike has been con¬ 
sidered a test of economic strength between a union and man¬ 
agement. In recent years, however, some strikes liave affected 
principally the public. Strikes in the railroad and coal indus¬ 
tries during 1946, for instance, brought the whole economic 
life of the United States to a standstill. Regardless of_ the 
real issue in the strike the fact that a single union can, if it 
wishes, paralyze all economic activity in the country is a mat¬ 
ter of vital national importance. Tlie Labor-Management Rela¬ 
tions Act of 1947 permits the government to obtain an injunc¬ 
tion to hold up for eighty days a strike which threatens the 

national health or welfare. 

Jurisdictional Strikes. These occur when two unions 
both claim jurisdiction over a particular job and one strikes 
to enforce its claim over the other. One phase of work is then 
stopped, and other work in a process of production is dieroy 
disrupted. Jurisdictional strikes arc particularly frustrating tor 
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the employer who endures a strike without being able to do 
anything about it. The Labor-Management Relations Act out¬ 
laws such strikes. 

Secondary Boycotts. These occur when union members 
refuse to handle goods produced by another firm where a strike 
is in progress or where substandard labor conditions exist. 
Tliey have been outlawed by the Labor-Management Relations 
Act. 

Violence in Strikes. In recent years there has been an 
unfortunate tendency for strikes to result in violence, par¬ 
ticularly on the picket line when massed pickets try to prevent 
nonstrikers from entering a plant. Under the Labor-Manage¬ 
ment Relations Act such action is now condemned as an un¬ 
fair labor practice. Regardless of the issues involved, violence 
as a means of settling disputes cannot be tolerated in the 
United States. 


SETTLEMENT OF LABOR-MANAGEMENT DISPUTES 

Collective Bargaining, Collective bargaining between 

union and management representatives is the normal way of 

settling problems of common interest. Strikes make spectacular 

front-page news, but actually the vast bulk of problems arc 

settled through free discussion on a give-and-take basis Free 

collective bargaining is most successful where there is not too 

great a disparity in the economic strength of the bargainers. 

Ihe purpose of the Wagner Act was to develop the bargaining 

power of labor at a time when unions were the weaker party. 

The sponsors of the Labor-Management Relations Act of 1947 

claimed that this piece of legislation was necessary in order to 

redress the balance once more after twelve years in which labor 
had gamed great power. 


n,. f collective bargaining fails to produce agree- 

’cm a third party an 

Sute?"'“' sucLedTdTn°settlSVany 
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Voluntary Arbitration. Under voluntary arbitration the 
two parties to a dispute, failing to reach an agreement, decide 
to hand over the whole matter to an impartial judge or arbitra¬ 
tor by whose decision they agree to abide. Arbitration of this 
kind is only resorted to when both parties agree to it voluntarily. 
Many states provide for certain public officials or boards to act 
as arbitrators, or the governor may appoint them from a list 
of representatives presented by each side, or an arbitrator may 
be named by prior agreement between the two parties. The 
latter method is only possible in a highly organized industry 
like the New York garment industry which has a noteworthy 
record of success in the field of settling disputes by resort to 
arbitration. 

Compulsory Arbitration. This requires submission of 
disputes to arbitration by government decree, and the award is 
enforced by government power. Australia and New Zealand 
have experimented with this method, but it is opposed in the 
United States by both labor and management. During World 
War II, compulsory arbitration was resorted to under the 
\\''ar Labor Board although the Montgomery Ward case in 
1943, in which a corporation defied the government, proved 
that enforcement of a decision was difficult. 

Fact-finding. Fact-finding commissions have long been 
used in disputes involving railroad workers, and they achieved 
a sudden and spectacular popularity in 1946 in the steel, auto¬ 
mobile, and other strikes. Since big strikes involve heavy bar¬ 
rages of propaganda by both sides in the press and radio, a fact¬ 
finding commission of prominent impartial citizens may some 
times elucidate the real “facts*’ in the dispute. Once the facts 
were clear, the weight of public opinion would compel a solution 
on terms recommended by the committee. One criticism ot 
this procedure in 1946 was that the government threw its 
weight on the scales in favor of labor, thus making free col¬ 
lective bargaining impossible. 

“Cooling-off” Periods. These are periods of varyiiig 
length during which a strike is illegal. The purpose is to gain 

time for further discussion, mediation, and 

peaceful settlement is more likely to be reached if strikes can- 
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not be called on the spur of the moment. Under the Railway 
Labor Act of 1926 a strike can be postponed for as long as sixty 
days while mediation boards and fact-finding commissions go to 
work. Under the Smith-Connally War Labor Disputes Act 
of 1943, a wartime measure now expired, a thirty-day strike 
notice had to be filed by the union. Critics of “cooling-off* 
periods say that they often turn out to be “hcating-up“ periods 
during which both sides maneuver for position and public sup¬ 
port, and that they can be evaded anyway by the union filing a 
strike notice well in advance of negotiations. The Labor-Man¬ 
agement Relations Act requires a sixty-day period of negotia¬ 
tions before a strike can be called in a wage or contract dis¬ 
pute, followed by a secret vote of the workers on the employer’s 
last offer. A premature strike would deprive the workers of 
NLRB protection, and the employer could fire them. 

The Railway Labor Act, 1926. The Railway Labor Act 
established special machinery for labor disputes in the railroad 
industry including a National Mediation Board, special presi¬ 
dential-appointed emergency fact-finding commissions, and 
cooling-off’ periods. Although considered successful for many 

years, this machinery failed to prevent the great rail strike of 
1946. 

Strikes. A strike is a last resort in labor-management dis¬ 
putes. Contrary to the impression often given, workers do not 
like to strike. It involves them in serious economic losses which 
can often be made up only by years of work. If a strike does 
start. It becomes an endurance test between the two parties. 
In such a test of strength, the union is at a grave disadvantage 
because of its more meager resources, and union treasuries have 
often been seriously depleted by long strikes. The whole pur¬ 
pose of establishing machinery to settle disputes is to avoid this 
ultimate and mutually ruinous test of strength. 


labor legislation 

Norns-I^Guardia and Wagner Acts. These important 
pieces of legislation have already been discussed. They were 
primarily responsible for labor’s rise to power. 

ChUd Labor Laws. Most states have passed child labor 
laws to prevent the economic exploitation of young persons. 
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The laws vary in different states, but nearly all of them set 
the minimum age limit at fourteen years. The hours of work 
per day range from eight to eleven. The laws are often 
loosely enforced, and employers in states with strict enforce¬ 
ment sometimes find themselves at a competitive disadvantage. 
Federal laws attempting to regulate child labor and to make 
uniform requirements were passed in 1916 and 1922 but were 
declared unconstitutional. A constitutional amendment to per¬ 
mit federal child-labor legislation has not yet been ratified by 
three-fourths of the state legislatures. In 1938. however, the 
Fair Labor Standards Act, containing a child-labor clause, was 
jjassed and its constitutionality later upheld. A large propor¬ 
tion of the children employed in the United States at the pres¬ 
ent time arc farmers’ children working on their parents farms. 


Labor Laws for Women. Labor laws regulating working 
conditions, hours, and night work for women in manufacturing, 
mechanical, and mercantile trades are enforced in most of the 
states. Because of their weaker bargaining position (unor¬ 
ganized and not always self-supporting), women arc underpaid 
as compared « itl. men, and special legislation has been found 
necessary to ]>revent their e.xploitation. 

Labor Laws for Men. Most states have passed laws regu¬ 
lating the hours and working conditions of men. particularly in 
hazardous industries. The eight-hour day has hecome a gen¬ 
eral rule for most public employees. Recently some states ,n- 
Cludin-- New York and Ohio (in 1947L have p.asscd Imts 
haniiiug strikes by public employees, including teachers. The 

[icnalty is automatic discharge. 

Factory Acts. To prevent accidents .and occupational dis¬ 
eases factorv acts have been passed by the states under thci 
police power'. Factorv inspection, however, is not ‘'>'"‘'‘>5 • 
Licient as it might 'he. Certain re,uirements in c<^eU^ 
with ventilation, fire escapes, sanitation, etc., 
versal. 

March, 19,17. however, the Suiireme Court reverse. 
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tion of the New York law and upheld the Washington mini¬ 
mum-wage law. In 1938 the federal Fair Labor Standards Act 
was passed which fixed a minimum wage of twenty-five cents 
an hour in industries engaged in interstate commerce, later 
raised to forty cents an hour, and set the working week at 
forty hours with all overtime to be paid at time and one-half 
rate and double time on Sundays and holidays. Efforts have 
been made recently to raise the minimum wage to sixty-five 
and seventy-five cents an hour. 

State Legislation. In recent years more and more states 
have passed legislation imposing restrictions of various kinds 
on unions. By June, 1947, thirteen states had banned the closed 
shop and several more were submitting constitutional amend¬ 
ments to the voters to achieve such a ban. Public utility em¬ 
ployees are forbidden to strike in New Jersey, Wisconsin, and 
Virginia; check-off of union dues is forbidden in Colorado, 
Arkansas, and Tennessee. Altogether more than half of the 
states have passed regulatory labor union legislation. 

Labor-Management Relations Act, 1947. In June, 1947, 
the first comprehensive piece of labor legislation since 1935 
was passed by Congress and became law in spite of a presiden¬ 
tial veto. Bitterly denounced by labor leaders, the Labor- 
Management Relations Act bans the closed shop and permits 
the union shop only when a majority of the workers vote in 
favor of it. It permits the government to halt by injunction 
for eighty days any strike threatening the public health and 
welfare. It repeats the Wagner Act ban on unfair labor prac¬ 
tices by employers, but adds to this a list of unfair practices for¬ 
bidden to unions. These include coercion of workers to join a 
union, failure to bargain with employer in good faith, jurisdic- 
^onal strikes, secondary boycotts, and “featherbedding.” The 
NLRB is empowered to attack these outlawed practices by in¬ 
junction. The act also refuses recognition to foremen’s unions 
and to unions which have communists in official positions. It 
permits unions to be sued in federal courts for breach of con¬ 
tract and enforces a sixty-day cooling-off period in disputes in- 
volvmg wages and new contracts. It bans political contributions 
by unions, imposes restrictions on health and welfare funds and 

4 
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the check-off system, and separates the judicial and prosecuting 
functions of the NLRB, placing the latter in the hands of a gen¬ 
eral counsel whose nomination by the president must be con¬ 
firmed by the Senate. This act reflected the swing of the 
pendulum from a prolabor attitude in the ’30’s to a rather anti¬ 
labor attitude after World War II as a result of the great 
growth of union power and particularly of the wave of strikes 

in 1946. 


UNEMPLOYMENT 

Unemployment is perhaps the most important economic 
problem with which modern society must deal. Substantial and 
prolonged unemi>loyment not only is wasteful and productive 
of human suffering but also breeds political discontent and is 
a real threat to democracy. In 1947 the United States enjoyed 
virtually “full employment’’ with almost sixty million persons 
at work. At the depth of the depression in the early ’30 s, 
however, approximately fifteen million persons or almost one 
out of three of the working population at the time were uneni- 
ployed, and even in 1940 the unemployed numbered eight mil¬ 
lion. In 1947 about two million persons were unemployed, 
but this was considered a normal “float ’ and was mostly sea 
sonal, technological, and frictional in nature. 


Seasonal Unemployment. In certain industries, such as 
Imilding, coal mining, and agriculture, seasonal fluctuations 
cause unemployment. In seasonal industries a a or resert 
e.xists which is in c.xcess of the number of laborers who could 
hired if the industry were stable. Although daily wages 
high, which attracts a large labor supply, yearly wages are 
actually less because they must be spread over the idle period. 


Technological Unemployment. This is 
created by the introduction of new laborsaving deduces or new 
inventions In the short run this is a serious economic loss 
for those losing their jobs. In the long run the productivity 
of thertion as"a whole is increased. Saddle -f-ers an )iorsc 
dealers lost their jobs when automobiles were invent , 
many times their number found new jobs 

facturing, service-station operation, oil production, and g 
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way construction. Unemployment compensation schemes and 
retraining facilities can smooth over the readjustment period 
for such displaced workers. 

Frictional Unemployment. There will always be some 
workers who happen to be between jobs when the “count” is 
taken. There will be those who are moving from a contracting 
industry to an expanding one. Unemployment compensation 
can alleviate this situation. The operation of an efficient nation¬ 
wide system of employment agencies, like the United States 
Employment Service, is also helpful. 

Cyclical and Stagnation Unemployment. This is the 
most serious type of unemployment and refers to the situation 
which exists when a large number of workers, able and willing 
to work, are unable to find jobs because the economic system is 
functioning so badly that there arc no jobs for them. Unem¬ 
ployment compensation is inadequate to take care of such a 
Situation. The only cure for it lies in sound economic policies 
designed to prevent depressions. (See Chapter Twelve ) 


SOCIAL SECURITY 

Social security is a broad term used to refer to plaus devised 
to protect the population against various economic risks, such as 
unemployment, old age, industrial accidents, and sickness, which 

IhicY" involves the insurance principle under 

which premiums are paid either by workers or the emploverl 
or both to various state or federal agencies or funds and ihen 
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lazy and do not want to work but because the economic system 
operates in such a way that there are not always enough jobs. 
Old people are unable to support themselves not so much be¬ 
cause they were extravagant during their working life and 
refused to save but because the incomes they received were too 
small to permit saving. Industrial accidents occur not so much 
because people are careless but because they live in a complicated 
machine age where a certain number of accidents are inevitable. 
In short, a personal explanation of economic misfortunes is not 
adequate. And since economic risks are inherent in a modern 
industrial society, it is only proper that society should organize 
public schemes to combat them. This is the justification for 
social security legislation. 


Social Security Act, 1935. The Social Security Act passed 
in August, 1935, marked the first attempt by the federal gov¬ 
ernment to provide social insurance. The act is administered 
by the Social Security Board whose three members are ap¬ 
pointed by the president with the consent of the Spiate. The 
act deals principally with three types of social security—imem- 
ployment compensation, a contributory old-age pension scheme, 
and various noncontributory assistance plans for needy groups. 

Unemployment Insurance. Under the terms of the 
Social Security Act, unemployment insurance ^ P™" 

viclecl by the passage of state laws. Inducement to pass sue 

legislation was provided by federal grants for ° 

ami bv a so-called “tax-offset” plan. Under tins a pajroll tax 

of 3 t)er cent is levied on employers by the federal governmen 

„ 2,,. or ,1,01.x i. »>'•' ™ 

uncnuilovment insurance scheme m operation. 

A er'eat deal of freedom is allowed as to the type of law he 

^ r The conit^ulsory unemployment risirit p 

Th^^uZlisin or individual rescn'c) requires pa>-ments to 

L made into a state fund. No employer ,s P;Y^^ ^„y 
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reserve, his contributions are reduced, depending on his em¬ 
ployment record, to a minimum. According to the pooled fund 
type of unemployment insurance, payments are made into a 
single pooled fund, without separate account being kept of 
individual employers’ contributions. The individual reserve 
plan is considered to be an incentive to employers to stabilize 
employment; the pooled fund plan is based on the principle 


that the causes of unemployment are beyond the control of the 
individual employer. It attempts to provide greater security 
to the workers by broadening the base over which the unem¬ 
ployment risk is spread. Merit rating (i.e., reducing contribu¬ 
tions of those employers who have a good employment record), 
however, may be used with either type of unemployment in¬ 
surance. Merit rating, when combined with the pooled fund 
system, simply involves keeping separate records for each em¬ 
ployer, but all contributions are pooled and all disbursements 
for unemployment come from the same general fund. Federal 
credits are granted regardless of any reduction in contribution 
because of merit rating. 

A Federal Uuemploymeut Trust Fund was created by the 
act to serve as a depository for the state reserves. The Secre¬ 
tary of the Treasury must invest the fund in securities issued 


or guaranteed by the federal government. Withdrawals are to 
be only for the purpose of benefit payments. The amount and 
duration of such payments are left to the discretion of the 
states, but they must be paid through public employment offices 
or other agencies designated by the Social Security Board. 
Benefits may not be withheld if emplojmient is offered but re¬ 
fused because of labor disputes or because of conditions less 
favorable than in similar work in the same locality. 

Old Age Insurance. Prior to the enactment of the Social 
Security Act several systems of old age insurance were bein^ 
used successfully in the United States, most of them covering 
railroad and public employees. The Social Security Act nro- 
vides for a federal system of old age insurance covering all 

fTerT“ '"'ff 'abor, domestic servants 

federal or state employees, and employees of charitable o^ 

educational institutions. A special income tax is levied on the 

emp oyee s income and an excise on the employer's payr^l 

No tax IS payable on the portion of wages over $3.00oUrned 
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by an individual. The tax started in 1937, the employer and 
the employee each paying 1 per cent. The amount was to have 
risen by one-half of one per cent each three years until each 
paid 3 per cent in 1949 and thereafter, but Congress has taken 
special action to freeze the rate at 1 per cent each time the 
automatic increase was scheduled to take effect. This policy 
has been followed because of the deflationary effect of the 
higher taxes and also because huge reserves have been built up 
which seem likely to be adequate for many years. The funds 
are paid into the United States Treasury. Appropriations, 
based on actuarial principles and mortality tables, are to be 
made annually to the Old Age Reserve Account from which 
benefits are to be paid as needed. In order to be eligible.to re¬ 
ceive payments, a person must be sixty-four or over and must 
have contributed to the fund a certain length of time. Though 
he must not be employed, he need not be indigent, as in the case 
of old age assistance. Monthly payments range from $15 to 
$85, depending on the amount paid into the fund. Approxi¬ 
mately forty-seven and a half million workers and three million 
employers are now paying the tax. 

Mat^y economists criticize the reserve feature of the old age 
pension plan. Although the pensions paid out at present repre¬ 
sent only a fraction of the premiums being paid in, in future 
years this situation may be reversed. The average age of the 
population is going up; by 1980 there will be a much larger 
number of old people. At that time a raise in taxes may be 
necessary or appropriations will have to be made from genera 


revenues to pay the pensions. 

Assist.\nce Plans for Needy Groups. For many years 

state governments have made grants to needy persons m t le 
community. The Social Security Act provided for a system of 
federal grants-in-aid to states for the purpose of supplement¬ 
ing these payments. In general, the principle applied is that ot 
the matched grant, i.e.. the federal government gives so much 
if the state will also make a payment. The Social Security A 
provided that the federal government would match state pay- 

nients to indigent aged persons up to $15 f J ' 

ing a total payment (federal plus state) of $30. The act also 
provided for federal grants-in-aid to the states for the purpose 
of caring for the blind, for extending and improving loca 
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maternal and child health programs, for extending rehabilita¬ 
tion programs for the physically disabled, and for extending 
assistance programs for crippled, homeless, and delinquent 
children. In 1946 Congress passed a bill liberalizing Ihe federal 
payments to the states for such purposes. 


Workmen’s Compensation. These plans are operated en¬ 
tirely by the various states at the present time. Accidents and 
industrial diseases are important costs of modern industry. To 
minimize this cost the number of injuries must be reduced and 
for tliose that are sustained the worker must be rehabilitated 
as soon as possible. The old common law doctrine of respon¬ 
sibility for an injury was wholly inadequate as a protection to 
workers. Only about 10 per cent of those injured received any 
compensation in court actions. Contributory negligence, fellow- 
servant negligence, and assumption of risk provided the em¬ 
ployer with easy arguments for evading liability. Loss fell on 
the worker who could least afford it. Workmen’s compensation 
laws constitute the earliest form of social insurance attempted 
by government units in the United States. At present all states 
but Mississippi have some form of compensation laws. The 
laws make no attempt to place the blame for accidents on cither 
employer or worker, but charge it to the cost of production in 
a modern machine age. Most states require the employer to 
insure in some public or private company, and often the pre¬ 
miums are determined by the accident rate, which is an in¬ 
ducement for the employer to start safety campaigns. Some 
states set aside funds for retraining injured men. Although 
workmen s compensation laws make compensation more certain 

It IS often insufficient to cover the worker’s loss and care for 
his dependent family. 

Evaluation of Social Security in the U. S. The principal 

insurance programs ^in 
t e United States are that they do not cover enough people that 

e payments made are often inadequate to take care^of the 
need, and that they do not cover all ^ 

o. ..rte. „ irL"' XioS' 

men s compensation laws and from the f ederalold 

scheme, particularly agricultural and domes" foS^"C 

ments under some state laws are very small. It was partly 
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inadequacy of payments under workmen’s compensation laws 
that caused John L. Lewis to demand a “health and welfare” 
fund for the members of the United Mine Workers union. The 
greatest gap in existing programs, however, is the total absence 
of any plan to take care of medical expenses and loss of income 
because of sickness. Although such schemes have operated suc¬ 
cessfully in many countries for a long time, they are still at¬ 
tacked in the L’nited States as “socialized medicine.” The 
president has on several occasions requested that Congress 
legislate on the matter, but the Wagner-Murray-Dingell Bill, 
which would have established a sickness insurance plan and a 
system of prepaid medical care, has never emerged from com¬ 
mittee. Two states. California and Rhode Island, now interpret 
their unemployment insurance laws in such a way as to make 
an individual eligible for compensation if he cannot work be¬ 
cause he is sick. final criticism that may be made of the U. S. 
programs is that they are complicated to administer and result 
in much overlapping and duplication as far as taxing is con¬ 
cerned. 
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Chapter Seventeen 


INDUSTRIAL CONCENTRATION 
AND GOVERNMENT CONTROL 


NATURE OF MONOPOLISTIC POWER 

A pure monopoly exists when there is only one seller in a 
market (see Chapter Eight). He controls the supply and is 
thus able to maintain complete control over the price of the 
commodity in question. A purely monopolistic market is the 
other extreme of a perfectly competitive one in which there are 
so many sellers that no one of them is able by himself to in¬ 
fluence the price, which is in fact determined by the impersonal 
forces of supply and demand. Actually, however, these ex¬ 
tremes of absolute monopoly and perfect competition are both 
rather rare in the United States. The typical market falls 
somewhere between the two and is characterized by elements 
of both competition and monopoly. 

In some markets competition may be very keen and the ele¬ 
ment of monopoly very slight as, for example, in the market 
for canned peas where the sellers are numerous, price compe¬ 
tition is quite strong, and the element of monopoly arises 
chiefly because of the ability of individual producers to "dif¬ 
ferentiate” their product by means of brand names and suc¬ 
cessful advertising. To the extent that this product differentia¬ 
tion is successful, the individual seller has a limited degree of 
control over the price of this product. In other markets, how¬ 
ever, tlie element of competition may be very weak and the 
element of monopoly very strong as, for example, in the case 
of cigarettes or typewriters where there are only four or five 
producers who have succeeded in virtually eliminating price 
competrnon altogether and who compete with one another 
chiefly through extensive advertising. In such cases, the price 
f the product, while not absolutely controlled by one pro¬ 
ducer, IS usually maintained at a higher level than would pre- 
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vail if there were true competition. Fewness of producers 
(oligopoly) in a given industry or industrial concentration is 
the characteristic of many branches of manufacturing. Indus¬ 
trial concentration, however, is only a partial measure of mon¬ 
opoly power. A few large producers may sometimes engage in 
more aggressive competition than many small producers who 
may agree to follow certain practices. 

Since the Civil W'ar there has been a steady growth of in¬ 
dustrial concentration and monopoly power in the United 
States, and the consequences are undesirable from at least two 
points of view. First, the growth of monopoly is a threat to 
the capitalistic system which is based on open markets and 
free competition. In a competitive market the interests of 
producers and of consumers coincide because the way to larger 
profits for the former is through greater efficiency, price reduc¬ 
tions, and increased volume of sales, all of which naturally 
benefit the latter too. In a monopolistic market, however, 
profits may be maximized at the expense of the consumer by 
selling a smaller quantity of goods at a higher price than under 
competition. The existence of monopoly also means that the 
spur to efficiency and teclinical progress, which competition 
provides, is lacking. Monopoly can result not only in exploita¬ 
tion of the consumer but also in an inefficient use of the factors 
of production and in the growth of unfair business practices de¬ 
signed to eliminate possible competitors. 

Secondly, from a noneconomic point of view, the growth of 
monopoly is a threat to democracy. By tolerating political com¬ 
petition and more than one political party a democracy protects 
itself against the concentration of political power in a few 
hands. Concentration of economic power, however, is ij^ely to 
promote concentration of political power. In the United btates 
economic power has already become concentrated in the hands 
of a relatively small number of persons who control the larges 
corporations. About two hundred large corporations con ro 
nearly one-half of the nation’s corporate wealth, and contr 
of most of these corporations is now vested ° . 

minority group. From the point of view then, of botli 
efficiency and the social welfare, government ^ 

kind with regard to monopolies is necessary in the p 

interest. 
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REASONS FOR GROWTH OF MONOPOLY 

The size of the business unit has tended to increase and tlie 
number of firms to decrease in many industries during tlie last 
eighty years. The decline of competition, which has been a 
natural result of these developments, may be attributed to 
several factors. 


Advantages of Large-scale Production. Many efficiencies 
result from the large-scale operation of business enterprise. 
As indicated previously, greater specialization, mechanization, 
and utilization of certain factors can be attained under such 
conditions. Overhead costs can be spread over a large output, 
a low unit cost thereby resulting. These economies are the 
secret of the mass production practiced so successfully in the 
United States and encouraged by an abundance of natural re¬ 
sources and a huge home market. Smaller business units might 
result in higher unit costs in many industries, and hence the 
answer to the problem of monopoly is not necessarily the 
breaking-up of big firms. The so-called ‘‘natural monopolies.” 
such as public utility undertakings, are a case in point, and 
government regulation or ownership would seem to be the only 
way in which the benefits of the greater efficiency of monopoly 
can be obtained for consumers. 

Desire for Monopoly Profits. The desire for monopoly 
profits, which are obtained by eliminating or restricting com¬ 
petition, has always been an important factor in the combina- 
tion movement. It finds expression in mergers, price agree¬ 
ments, and other t>'pes of monopolistic collusion which restrict 


The Tariff. Successive tariff laws have afforded an undue 
Mount of protection to some industries in the United States 
High import duties frequently excluded foreign competition 


CONCENTRATION OF ECONOMIC POWER IN 

AMERICAN BUSINESS 

Tem^r; nS Ernom^ fc"; 
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War II show that concentration of economic power in the 
United States has developed to such an extent that traditional 
terms like “competition" and “free enterprise" almost cease to 
have any significance. The TNEC found, for instance, on the 
eve of the war many basic indicators of monopolistic power. 

1) One-tenth of one per cent of all corporations owned 52 
per cent of all corporate assets and earned 50 per cent of total 
corporate income. 

2) One-tenth of one per cent of all corporations employed 
five hundred or more workers but accounted for 40 per cent 
of all nonagricultural employment. 

3) Fewer than 4 per cent of the corporations engaged in 
manufacturing earned 84 per cent of the total net profits of all 
such corporations. 

4) One-third of the value of all manufactured goods was 
produced under conditions where the four largest producers of 
a commodity accounted for over 75 per cent of the total U. S. 
output of that commodity. In the plaje-glass industry, for ex¬ 
ample, two producers controlled 95 per cent of the total output, 
in typewriters, four producers controlled 95 per cent. 

The conclusion drawn is that the economic life of the 
United States is dominated by about two hundred nonfinancial 
and fifty financial corporations, which control billions of dollars 
worth of assets and employ millions of workers, and \y lose 
policies regarding prices, production, and wages affect a most 
every citizen in the land. Since the activities of these giant 
corporations affect the public interest so deeply, the idea that 
they have public responsibilities has developed. 


Monopolistic Devices. Competition has actually declined 
even more than the above figures suggest since monopolistic 
collusion, resulting in price fixing and the allocation of markets 
has been found to exist in markets where several apparently 
independent firms operate. Some of the devices used to el.m. 

nate competition are indicated below. 

Price Leadership. In some industries there are a rela 

lively small number of firms, and one dominates the ^ 

virtue of its size and economic power (e.g., U. btee 

poration in the steel industry). The Re¬ 

price leader, and the others follow similar policies either be 
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cause of the fear of the consequences if they do not or because 
of the benefit from price stability. The result is an absence of 
price competition and often higher prices than would prevail in 
a competitive market. 

Price Agreements. It is illegal for firms to conspire to 
restrain competition by means of price-fixing agreements, but 
new cases are constantly being unearthed by the Federal Trade 
Commission. In 1940, four typewriter companies, accounting 
for 95 per cent of total U. S. output, were charged with fixing 
uniform prices, discounts, and allowances. A similar situation 
was found to exist in the market for eyeglasses where three 
corporations controlled 75 per cent of total output. 

Delivered-price System. In the case of bulky commodi¬ 
ties, such as steel, transportation costs are important and could 
result in differences in delivered prices even though agreement 
had already been reached on f.o.b. prices. To avoid this, the so- 
called basing-point system has been used under which all freight 
rates are calculated from one point regardless of the actual 
origin of the goods, thus preventing any price differences from 
arising because of transportation costs. The most famous ex¬ 
ample of this was the so-called “Pittsburgh plus” system in 
^e steel industry under which quotation prices of all steel 
included freight rates from Pittsburgh regardless of actual 
origin. It was ruled illegal in 1924 and replaced by a compli¬ 
cated multiple basing-point system. 

Patent Control. In order to stimulate invention, patents 
are granted by the government which give exclusive control 
over articles and processes for seventeen years. These legal 
grants of monopoly privilege have been used to establish and 
maintain a monopolistic position. Patent rights are property 
and can be rented with certain conditions of use spec^fied^ 
They have thus formed the basis of agreements to maintain 
prices, allocate markets, and restrict production. An example 
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and using tetra-etliyl. The practice was stopped by the Depart¬ 
ment of Justice in 1940. Other firms using patent rights to 
maintain monopoly power have been the United Shoe Machin¬ 
ery Company and the Aluminum Company of America, 

Intercorporate Relations. Sometimes apparently inde¬ 
pendent firms are linked with others by means of such devices 
as interlocking directorates, holding companies, or one firm 
owning a controlling interest in another. This can result in 
monopolistic collusion. For instance, the duPont Company 
owns a controlling interest in General Motors and in the United 
States Rubber Company. Approximately four hundred men 
hold one-third of the 3544 directorships in the 250 largest 
corporations. With these connections some apparently inde¬ 
pendent firms collaborate rather than compete. A holding com¬ 
pany is a corporation which holds in its own name a con¬ 
trolling interest in a number of other companies, thus enabling 
the holding company to dictate the policy of all and to channel 
the profits of tlie operating companies up to its owners. This 
form of business organization has developed particularly in 
the field of public utilities in order to control operating com¬ 
panies as well as equipment and service companies suppl>ing 


them. ^ f 

Market Sharing. Dominant firms in an industry o eii 

agree not to compete in one another’s markets. For instance, 

investment banking houses usually refrain from competitive 

bidding in the security underwriting business, and the big mea 

packers usually avoid competing with one another m buying 


livestock. . . - 

Trade Associations. Trade associations are organiza¬ 
tions formed for the benefit of members of the same trade . 
order to promote joint advertising, carry out - 

piiblisli trade journals, develop common cost 
ods e.xchange technical information, and so on. the 
^v^r eight thousand of them in 1940. of which two thousa d 

were nation-wide in scope. Among the most ^ 

American Iron and Steel Institute, ‘1’';.^'°°' 

National Retail Dry Goods Association^ \\ hile ^ 
mentioned activities are harmless enough, trade a^oc'^ 
have sometimes been used to fi-N prices (as in ‘he ^ “ 
Metal Windows Institute), allocate production and sales on . 
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quota basis, and divide up markets. This has often been done 
through so-called “codes of fair competition” and other such 
devices. Trade associations are also very active in lobbying 
for federal and state legislation favorable to their members. 

Business Practices of Dominant Firms. Powerful 
firms often impose special conditions on distributors. Auto¬ 
mobile and agricultural machinery companies, for instance, 
compel dealers to carry all lines of products and parts and not 
handle those of competitors. Eight moving-picture companies 
were convicted of tying up most movie theaters, compelling 
their owners to accept “block-booking” of first- and second-rate 
movies and denying independent exhibitors first-run movies 
until several weeks later. 

Mergers. Mergers, where two or more firms combine, 

occurred at a tremendous rate during the 1920’s and the same 

thing has happened after World War II. The merger rate at 

the end of 1945 was higher than at any time in the previous 
fifteen years. 


Separation of Ownership and Control. Not only com¬ 
petition between companies has declined but also the power of 
control within corporations has become concentrated in fewer 
hands. This trend has resulted principally from the increased 
dispersion of stock ownership which has enabled a well- 
organized minority, or in many cases simply the managers, to 
control the firm and wield economic power even though leo^al 

ownership (and theoretically control too) rests in the hands 
of the stockholders. 


In many corporations, no single stockholder owns as much 
as I per cent of the stock. In such cases control of the business 
usually rests in the hands of the managers who solicit the voting 
rights of stockholders. In other cases, a small minority of 
stockholders can control enough proxies to achieve their ends 
In no case is there any guarantee that those in control will 
always use their immense power to benefit the public or even 
the majority of the stockholders. On the eve of World War 11 

SZL'JtSL,”' “ ‘“S'™* 
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ANTITRUST LEGISLATION 

In contrast to most other countries, some effort has been 
made in the United States to curb the worst abuses of monopoly 
by legislation. 


State Laws. \’arious state laws were passed in the late 
19th century to check monopolies, which were arousing the in¬ 
creasing resentment of farmers and small businessmen. The 
original Standard Oil trust was driven out of Ohio as a result 
of action by the State Attorney-General. State laws were not 
very effective, however, since they did not cover interstate 
commerce. New Jersey, Delaware, and West Virginia did not 
at first impose any restrictions with the result that many 
corporations registered in these states even though they operated 
elsewhere. Even today Delaware is the home of an abnormally 
large number of corporations attracted there by its lenient cor¬ 
poration laws. As a result of the inadequacy of state laws, 
federal legislation was finally passed. 


The Sherman Act, 1890. The Sherman Antitrust Act 
(1890) was the first attempt to control monopoly by federal 
legislation. It declared that any contract, combination, or con¬ 
spiracy in restraint of trade was illegal and that any person 
who attempted to restrain trade was guilty of a misdemeanor. 
This act was ineffective for several years because of a cour 
ruling in the E. C. Knight case (1895) that the American 
Sugar Refining Co. was engaged in ‘‘manufacturing rathe 
than “commerce” and therefore the Sherman Act could not 
be applied to it. Under the administration of 
vclt however, the so-called “trust-busUng” era 
law was applied vigorously. In a senes o cases, ‘1 e Supreme 

Court held that holding companies f'" U, n.er- 

1904) price fixing (Swift and Co., 1905), an t> . , 

gers American Tobacco Co., 1911) were all viola i-s of^h 
Sherman Act when they resulted m “restramt of trade, ^ 
most famous case involved the Standard 0.1 Co 

found guilty of violating the Sherman Act in 1911. I ' ^ 

case which Ltahlishcd the so-called 

was drawn between what was reasonab e and ^^ha uas u 
reasonable in restraint of trade, and the latter was illega . 
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The Federal Trade Commission. The Federal Trade 
Commission was established as a permanent commission in 
1914 to investigate and report on business practices, to interpret 
and enforce the antitrust laws, and to prevent unfair compe¬ 
tition. Its job is thus to police business activity in the United 
States. The FTC may investigate on its own initiative and 
also hear complaints from injured parties. Hearings are held 
and “cease-and-desist” orders may be issued which are en¬ 
forceable through the Circuit Court of Appeals. Publicity is 
given to unfair business practices, and the commission’s re¬ 
straining orders tend to raise the level of competition. The 
FTC was later given control over false advertising in the sale 
of foods, drugs, and cosmetics. 


The Clayton Act, 1914. The Clayton Act tried to tighten 
up the Sherman Act by specifying what unfair business prac¬ 
tices and “restraint of trade” are. For instance, it stated that 
interlocking directorates which substantially lessen competition 
are illegal. It also exempted labor unions from the antitrust 
laws. In the famous Danbury Hatters’ case (1908) a labor 
union had been convicted of “restraint of trade” when it or¬ 
ganized an interstate boycott. Perhaps the most important 
precedent established since 1914 has been the “bigness-is-not- 
badness” doctrine. In the U. S. Steel Corp. case (1920), the 
Supreme Court held that it was not size alone that made a 


corporation bad, even though it was a monopoly, but only the 
abuse of power, i.e., engaging in unfair business practices and 
restraint of trade. Under this doctrine the Aluminum Company 
of America was acquitted in an antitrust suit in 1940 even 
though it was at the time an absolute monopoly. 

The Robinson-Patman Act, 1936. It expanded the pro¬ 
hibitions against discriminatory pricing. The act forbids dis¬ 
crimination between buyers where the effect is to limit compe¬ 
tition, either at the seller’s stage in distribution, or at the buv- 
er s stage, or both. Different prices to different buyers must 
w^r differences in the costs of serving them. One aim 

narv prices below ordi¬ 

nary quantity discounts—that is, at prices below those justified 

by lower costs of filling large orders-and thus from oSlI 

an unfair advantage over small stores in the sale of goods. ^ 
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Evaluation of Antitrust Legislation. The antitrust laws 
are based on the belief that competition is an effective regulator 
of most markets and, with a few exceptions, that monopolistic 
practices can be stopped by enforcing competition. These be¬ 
liefs run counter to the basic trend of industrial development 
in the last seventy years. The weakness of the program may be 
traced to several factors. During much of the time since 1890 
there has been no real enthusiasm for enforcement. At one 
time (1933-1934) there was an actual reversal of the program, 
the Codes of Fair Competition adopted by many industries 
under the National Industrial Recovery Act permitting co¬ 
operation on prices and other matters that had formerly been 
illegal. In addition, some exceptions to the law appear. Export 
associations (W'ebb-Pomerene Act, 1916), agricultural co¬ 
operative (Capper-Volstead Act, 1920), and coal marketing 
associations (Bituminous Coal Act, 1937) are partially ex¬ 
empted from the federal antitrust laws. Federal rcsale-price- 
maintenance legislation (Miller-Tydings Act, 1937), which 
supplements state “fair trade” laws, permits a manufacturer to 
fix the retail price of his product when such action is authorized 
by the state in which the product is sold. Nearly all states have 
such laws which affect primarily drugs and cosmetics. The use 
of “loss leaders” and other deep price cutting account in part 


for the legislation. 

Although Presidents Theodore Roosevelt, Taft, and Wil¬ 
son pushed enforcement of the law, there were times (in the 
1800's 1920's, and early 1930’s) when practically nothing at 
all «as done. Tlie most vigorous enforcement came between 
1938 and 1940 when Thurman Arnold was Assistant Attorney- 
General in charge of antitrust activities, but his work was cut 
short by World War II. The courts have often been hostile 
to the idea of prosecuting business because of monopolistic pr.ic- 
tices. The most serious weakness in tlie program has pro 
ably been the fact that the enforcement agencies have been 
inadccpiatcly supplied with funds and personnel. As rccen y 

working on enforcement, and it was not tintil 1938 th.at as 
much as one million dollars was appropriated by Congress 


this purpose. 

The conclusion is that 


a vigorous, consistent, and con 
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tinuous program of curbing flagrant monopolistic practices 
which is backed up by adequate funds and personnel would be 
socially desirable. In general, however, “big business” is now 
so well entrenched that spectacular results cannot be expected. 
Moreover, the inventions and innovations of a vigorous private 
enterprise system are likely to result in a constant stream of 
monopolistic developments. The major part of the solution 
lies perhaps more in the direction of government ownership 
of monopolistic industrial enterprises of vital interest to the 
public, or at least in their operation as public utilities—that is, 
semipublic institutions with public responsibilities. 


EFFECTS OF WORLD WAR II ON MONOPOLY 

The problems of industrial concentration and monopoly 
power in tlie United States were accentuated by developments 
during and immediately after World War II. Big corporations 
emerged from the conflict in a much stronger position; small 
business was seriously weakened. This was a result of several 
developments including the way in which war contracts were 
granted, the way in which government-built war plants and 
property were disposed of, and the way in which federal re¬ 
search contracts were granted. 


Contracts. Between June, 1940, and September, 
1944, prime supply contracts to the amount of about $175- 
000 , 000,000 were granted by government departments and 
agencies. These were instruments of economic power which 
^aranteed their holders markets and sizable profits, brought 
them priorities on parts and raw materials, and gave them the 
right to take advantage of favorable depreciation and tax carry¬ 
back provisions. In addition, prime contractors were the ri 
cipients of most of the government-built war plants. Over half 

1 '" ‘'^i'-ty-three large corpora¬ 

tions and no less than Uvo-thirds to one hundred corporations. 

“"factors let out 34 per cent of 
heir work in subcontracts, but three-quarters of the submn 

tmets went to oAer large firms. It is estimated that sLlfbusl 

ness (firms with fewer than five hundred employees) got only 

29.7 per cent of the supply program. Many Lall fili^f e^^: 
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inated their purchasing and sales staffs and virtually lost 
their independent status while they worked on subcontracts for 
big companies. 

Materials. From 1943 onward, the Controlled Materials 
Plan gave most prime contractors the power to allocate raw 
materials among subcontractors. When the end of the war ap¬ 
proached and contract termination began, the prime contractors 
were often able to “pull in" on subcontracts and use the raw 
materials themselves. 


New Production Facilities. The productive capacity of 
American industry was increased by about 50 per cent as a re¬ 
sult of new plant and equipment construction during the war. 
For example, aluminum capacity was increased fivefold; mag¬ 
nesium nineteen-fold; steel by 50 per cent; basic chemicals 
threefold; the number of machine tools almost doubled. Two- 
thirds of this expansion was financed by federal government 
funds and one-third privately. An estimated 70 per cent of the 
publicly financed new plants has been taken over since the \\ar 
by the two hundred largest corporations. Over half of the 
privately financed expansion was done by one hundred big cor¬ 
porations. 


Research. During the war the federal government spent 
about $600,000,000 a year on industrial researeh (not including 
atomic energy). Over one-third of all researeh and develop¬ 
ment contracts went to ten big corporations and two-thirds went 
to sixty-eight big corporations. Although the government got 
rovaitv-free licenses to use the results of this research, m 90 
per cent of the cases the patents reverted to the corporation con¬ 
cerned after the war. Thus the hold of big business on new 
techni(|ues and processes was strengthened. 


Working Capital. Big corporations were able to increase 
their working capital during the war and were thus in a s ron^ 

position after the war to purchase pja^it-. 

start new sales campaigns, and buy out small competitors. 1 here 
wL a high mortahty among small businesses, h-eve^^ 

the number of persons employed in 

51.7 per cent of total employment in 1939 to 38.1 p 


1944. 
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COMBINATIONS IN EUROPE 

The monopoly problem has appeared in all industrial coun¬ 
tries, especially in the chemical, metal, and electrical equipment 
industries. In Germany, the government actively encouraged 
the growth of cartels and other monopolistic forms of business. 
Among the biggest were I. G. Farbcnindustrie and the Rhenish- 
Westphalian Coal Syndicate. Eventually, these big business in¬ 
terests were instrumental in supporting Hitler’s rise to power. 
Monopoly in Germany led to fascism and ultimately to war. 

In England, nothing was done before World War IT to 
check the growth of monopoly, which was encouraged by the 
tariffs of 1931 and 1932. Later, however, the Labor Govern¬ 
ment engaged in a program of nationalization of basic indus¬ 
tries. This also happened in France, Czechoslovakia, and other 
countries. 

Perhaps the worst aspect of the monopoly problem before 
the war was the collusion that existed between giant firms in 
different countries through the medium of international cartels 
which restricted production, maintained prices, and allocated 
markets on a world-wide scale. There is evidence that the de¬ 
fense program of the United States was hampered in 1940 and 
1941 by the restrictive agreements concluded between certain 
American and certain German firms. The proposed International 

Trade Organization plans to take action against international 
cartels. 
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Chapter Eighteen 


PUBLIC UTILITIES 


NATURE AND NUMBER 

Public utilities are semipublic industries. They are privately 
owned and operated, but government agencies attempt to regu¬ 
late their operations, particularly with regard to rates and earn¬ 
ings. Industries publicly owned and operated by government 
units are public industries. Many industries, such as banking, 
food-packing companies, restaurants, hotels, and taxicab com¬ 
panies which are subject to government regulation, are not 
^blic utilities—that is, rates and earnings are not regulated. 
The kind and number of public utility industries depend upon 

s, as well as court inter¬ 
pretations of the laws. Legislators prompted by the wish of 

voters, may enact a law which subjects a given industry to pub¬ 
lic utility regulation, but the courts may declare the law un¬ 
constitutional To regulate a given industry as a public utility 
infringes on the constitutional property rights of the owners 
and hence, the courts hold as constitutional only those infrin<^e-' 
m«its in which the public welfare is vitally affected The k^id 
and number of public utility industries, therefore, vary with 

regard to the necessary degree of public interest needed to 

justify public utility le^islAtinn • 

utilities: m TT % The most important public 

utilities in the United States are the railroads; • 

portant public utilities include electric ^a °2er ^etnb 

~ 

O rT- 

creasing costs. Competition and pricei„7rot^^^^^^^^ 
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business and lower costs become so severe that only a few 
firms survive in a given market. Second, to enforce competi¬ 
tion is unsatisfactory because the amount of capital needed 
restricts the number of competitors and because duplication of 
service in a given market is costly and less valuable (e.g., sev¬ 
eral telephone systems in a city instead of one). Third, the 
demand for the product is usually inelastic. It is a necessity 
for which there is no satisfactory substitute available and a 
necessity which the consumer cannot forego without serious dis¬ 
comfort or possible impairment of health. Fourth, public 
utility enterprises must obtain public permission to begin opera¬ 
tion or to cease operation, and their rates and services are regu¬ 
lated by public agencies. 


PUBLIC UTILITY REGULATION 

The dcz'elopment of public utilily regulation in the United 
States occurred mainly after 1878. Prior to that time the vari¬ 
ous states passed special laws and granted special charters tor 
public utility companies, but rates were 

In the seventies the agricultural states of the Middle West 
began to limit freight rates and to curtail railroad rate dis¬ 
criminations (“Granger Laws"). Since 
merce was interstate, state legislation was ineffective. Com 

petition remained the principal regulator of rates 

In 1876 the United States Supreme Court (Munn r. 
Illinois) declared constitutional a law of the Illinois legisla¬ 
ture which regulated the rates and practices of g’'-''”' 

rate making and effective regulation of “rji^gs^ 

SprU^hlTu-l-nit^^^ 

^r^yt.. AmeVTwl public utilities were 
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entitled to a “fair return” on a fair valuation, but no specific 
valuation method was designated. Although several subse¬ 
quent court decisions (Minnesota Rate cases in 1913 ; McCardle 
V. Indianapolis Water Company in 1926; O’Fallon Railway 
Company case in 1929) stressed the reproduction cost method 
of valuation, no definite rule of valuation (e.g., Southwestern 
Bell Telephone Company in 1923) has been established to 
serve as a guide for public utility commissions. 


Regulation of the Railroads. State regulation of rail¬ 
roads proved ineffective, and since 1887 the federal govern¬ 
ment has exercised an increasing amount of control over the 
operation of this form of transportation. 

Interstate Commerce Act, 1887. The Interstate Com¬ 
merce Act declared that railway rates should be “reasonable 
and just and that there should be no discrimination between 
customers. Pooling and division of freight earnings was for¬ 
bidden. A federal regulatory agency, the Interstate Com¬ 
merce Commission, was established to enforce- the act. The 
ICC required annual reports and uniform accounting methods 
of the railroads and compelled them to give ten days’ notice of 
any advance in rates. It could inquire into railroad management 
and hear complaints about alleged violations of the act. 

Hepburn Act, 1906. This act gave the ICC the power to 
X maximum railroad rates and also tightened up the admin¬ 
istration of controls. The railroads now had to give thirty 
days notice of either a reduction or an advance in rates 

Mann-Elkins Act. 1910. This act gave the ICC power 
to suspend changes in rates or classifications for 120 days pend¬ 
ing investigation of the reasonableness of the change an'to 
impose a further suspension of six months if necLary. in 
ord^ to give the shipper time to protest. ^ 

Transportation Act of 1920, During World War I the 
Th.s was stated to be 6 per cent (lowered to 534 percent Tn 
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imposed in 1887, was lifted in cases where a division of traffic 
or earnings would not restrain competition but would benefit 
the public. The ICC now received the power to fix not only 
maximum rates but minimum ones and actual rates too. The 
commission also received power to regulate new railroad con¬ 
struction and the dismantling of old lines and to control security 
issues in order to prevent malpractice in the field of railroad 
stocks and bonds. 

Hmerckncv Tr.\xsportation Act, 1933. This act re¬ 
pealed the fixed per cent of return and the recapture provision 
of the 1920 act. Rates now were to be just and reasonable— 
high enough to give the railroads a reasonable profit but not so 
high that the consumer would be exploited. A Federal Co¬ 
ordinator of Transportation was appointed to make economics 
in railroad operation although he was not allowed to eflfect any 
economics that would reduce employment. These changes were 
the result of the depression. 

Recent Developments. During the depression a very 
large number of railroads got into financial difficulties and had 
to be supported by government loans from the Reconstruction 
Finance Corporation. They have sufTered increasingly from 
the competition of motor transport and more rcccnti}. 
aircraft transport. During World War II earnings of tlie 
railroads improved greatly as a result of huge shipments of 
war materials and troops but since the end of the war they have 
experienced declining revenues again. The most recent develop¬ 
ment in the field of regulation is the proposal to exempt rail¬ 
roads from the antitrust laws and thus permit tlieni to co¬ 
operate in the field of rate-fixing. Bills containing this pro¬ 
posal have been considered by Congress. 


Motor Transport. The Motor Carrier Act of 193a gave 
the ICC control over motor carriers engaged in interstate com¬ 
merce It regulates the right to operate, rates, security issues, 
mergers and accounts. Federal safety regulations arc also en¬ 
forced. ’in addition the various states have many regulations 

affecting this form of transport. 

Inland Waterways, 'rite Transportation .yt of 1940 ga« 
the ICC control over inland waterways winch had formerly 
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operated under the jurisdiction of the Maritime Commission. 
The ICC has the same power over inland water transport as 
it does over motor carriers. 


Merchant Shipping", The Maritime Commission, created 
by the Merchant Marine Act of 1936, regulates American 
shipping operating on the high seas. Shipping rates have to 
be filed with the Commission, which has the power to fix 
maximum and minimum levels. The Maritime Commission is 
also in charge of the subsidy program whereby the govern¬ 
ment tries to encourage the construction and operation of 
American merchant shipping. 


Air Transportation. After 1918 the government exercised 

an indirect control over air routes flown and the type of plane 

Ti!^ Iof conditional air-mail contracts. 
The All Mad Acts of 1934 and 1935 gave the Postmaster- 

Ceneral power to regulate schedule frequencies, departure times. 

niaximum flying hours of pilots, 

unrfer ^l’ accounts. Finally, 

Authn r Act of 1938, the Civil Aeronautics 

certificates Til ‘o graut or w ithhold 

teo T rates and tariffs, con- 

nautlc BoTrd " consolidations. The Civil Acro- 

Sns safety requirements and other con- 


pow^rTenerafed anr'"'M commissions regulate electric 
War iLweHilTn t ®"’ce World 

numbers. In 1920 theV '"ceasing 

and public power proje^rinv 

1935, by which timr,K .10 '"‘estate commerce. In 

crated entered into ' “** electric power gen- 

FPC was «te„d"‘° “'""'cree, the authority of^he 

nancial transactions regulation of rates, earnings, fi- 

over the interstate tranLTs‘'°“'’‘'^^38 control 
der the FPC which also ohte! °!t 

river basins. obtained planning control over all 
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Communications and Radio. The Mann-Elkins Act of 
1910 gave the ICC regulatory power over telepiione and tele¬ 
graph companies. This authority was transferred in 1934 to 
the newlv established Federal Communications Commission 
which determines whether rates charged are just and reason¬ 
able. The FCC also grants licenses to radio stations, assigns 
them frequencies, fixes their hours of operation, prevents in¬ 
terference between stations, and in general supervises the entire 

industry. 


Public Utility Holding Company Act, 1935. Many 
public utility companies formerly escaped regulation because 
of the development of interstate utility business and of holding 
companies, both operating and holding companies carried on 
interstate business over which neither state commissions nor 
any federal agency had control. The evils of holding coin- 
I,attics were maiiv and hccante particularly apparent iti the elec¬ 
tric power and light industry at the time of the Iitsull Scaitd.ils. 
Alt ennipment company owned by a holding company could sell 
ittaterials and services at exorbitant prices to operating com¬ 
panies owned by the same holding company. These 
tenses were nsetl to obtaitt higher rates or to conceal profit 
f m state authorities. The pyramiding of holding contpaiti 

lished by the Supreme Court in nn ‘ divest 

SEC ordering the giant North .America 

itself of all its properties e.xcept companies, 

This holding company at the Columbia, and 

r : h:t^:s’^;d three miHion custom- 


ers. 
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PUBLIC OWNERSHIP OF UTILITIES 

There are many persons who believe that the wliolc ma¬ 
chinery for regulating public utilities in the public interest is 
so complicated and unwieldy that the only thing to do is to 
socialize them all. Actually important sections of the public 
utility business in the United States are already either socialized 
or closely supervised. Some public ownership, liowever, in 
crucial areas of the industry may be sufficient to keep rates and 
service at a reasonable level on the part of nearly all private 
companies. 


Rural Electrification. Before 1935 rural areas were in¬ 
adequately supplied with electric power. Private companies 
“skimmed the cream” of the best markets, but, because of high 
costs, they did not find it profitable to supply electricity to most 
rural districts. In 1925 only 4 per cent of the farms of the na¬ 
tion were served by private electric companies; in 1935 the 
figure had risen to only 11 per cent. Needy farmers went with¬ 
out. and those that did receive service were very often the vic- 
tims of monopolistic exploitation. Some parts of the country 
(e g.. California, Utah, New England) were served better than 

"ladequately supplied were the South and the 

Middle West. 

Administration was estab- 
It waV° administer a rural electrification program, 

t was primarily a lending agency whose principal purposf was 
to make loans to nonprofit borrowers. Most loans have gone to 

servilr'Th^R electric power 

ciliHcc the construction of power fa- 

J m and costs, sets up an a^couLng 

system and m general acts as administrator and adviser ^ 

per cenuo f ^^tms rose f^om 11 

«5,000 mUes oT e^; construction of 

25 - JiS s. 
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try. Tlic Hoover Dam on tlie Colorado River in Nevada, the 
Shasta Dam in the Central \'alley of California, the Grand 
Coulee and Bonneville Dams on the Columbia River, and the 
series of dams on the Tennessee River are examples of this de¬ 
velopment. These i)rojects comprise not only flood control (in 
the Tennessee \'aliey), irrigation (in California and the Pacific 
Northwest), and the generation of electric power but also im¬ 
proved navigation, soil conservation, and the general rehabilita¬ 
tion of the region. 1 he Tennessee Valley Autliority, established 
in 1933. has been particularly successful in this respect and in 
many ways is a model for future developments along the same 
lines in the Missouri, Arkansas, and Ohio valleys. 

Municipal and State Ownership. Many cities and towns 
own their own streetcar and subway systems, gas and electricity 
plants, and waterworks. This type of public ownership is so 
common that it no longer excites much controversy. The prin¬ 
cipal example of local government ownership is Nebraska where 
all electric power facilities are owned by local government 
authorities. A few state governments own some public utilities, 
but the bulk of government ownership is either federal or local. 


RATE-MAKING 

Rate-making for public utility services involves t'™ Pro'’- 
Icnis ■ first, the dch'rmmatioii of specific rates for 
services - and second, the dctenninalioii of the general 
'rates The latter problem deals with the rate of return wh,eh 
nuhhe utilities are to be allowed on the.r tnvestment. Tins is 
primarilv a valuation problem and is d.seussed m the next see- 
[ion The first problem deals mainly with the fairness of dif 
ferent rates to different customers—that is, with differential 

rates* 

T^roHl6ms of Differential Rates* 

is -— 

overbum Huge investments, moreover, in tracks, terminals, 
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and rolling stock made the fixed costs of many railroa<ls amount 
to as .much as one-half or two-thirds of tlicir usual total ex¬ 
penses. Even the operating or variable costs (salaries, wages, 
maintenance, fuel, etc.) do not change proportionally with de¬ 
creases or increases in traffic. Any rate, then, which attracts 
more business and is high enough to pay for sliglitly more than 
the additional variable expense incurred is profitable to the rail¬ 
roads because it helps to defray overhead costs. During the 
early railroad rate wars even a lower rate was profitable for 
some roads because traffic temporarily carried at a loss would 
bankrupt competitors and higher rates could be charged later 
Value of Service Principle: Advantages, Rates based on 
the value of service (what the traffic will bear) are discrim¬ 
inatory y ithin certain limits they arc justifiable. If cheap 
bulky freight is given a low rate, traffic is increased and the 
heavy fixed costs are spread over a larger volume of traffic 
the shipper of expensive compact commodities may benefit 

ailroad might have to discontinue operations if the cheap 
bulky freight trade were lost. Rates based on the value of serl- 

^lls^l tll^i ^Iistan 1*1 1 ^ size of commodities but 

also the distance which they are carried. Long-haul shipments 

slmfr™ T “ttipared to short-haul shipments on the 

overlapping of markets in suh^id* uneconomical 

mines, in low rates to r *° '““‘"‘I P'^nts and 

tmn^^oi^ar -te^^ndln^ t 

—.1 - - 
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ciple in rate-making frequently results in monopoly price extor¬ 
tion. Rates based on the value of service principle may be 
either too high or too low. 

Cost of Service Principle. The Interstate Commerce Com¬ 
mission has the power to fix either maximum or minimum rates 
—that is, rates submitted to it may be rejected either because 
they are too high or too low. If rates are too high, they de¬ 
crease shipments and injure both the railroads and industry, if 
they are too low. some railroads and industries are given an 
unfair and uneconomical advantage as compared to other rail¬ 
roads and industries. Value of service determines maximum 
rates; cost of service, minimum rates. The rates for any ship¬ 
ment should not fail to pay for the additional direct cost in¬ 
curred plus some portion of the fixed costs for which the addi¬ 
tional service is responsible. Rates for a long haul are not 
permitted to he lower than for a short haul which is included 
in the long haul on the same line and in the same direction 
except when permission is granted by the ICC (e-g-. when t ure 
is water transport competition). The economic justification 
this exception isi^Ioubtful. Rebates to large shippers arc illegal. 
There arc about fifty million individual rates on 
of freight between different points in the Ln.ted States. In 
Ihe eastern part of the United States rates are proportion 1 
to distance • n the South and the W'est basing points are used, 
blank f rat; cover freight from the Pacific Coast to point 
els of the Rocky Mountains, or from the East to points wes 
TiS Mississinni River. Simplification of rates and greater 
:.nSsfs on till cost of service principle in making rates seen, 

"’''Efi'cTRic Rvtes. F.lecirk light and pourr rate-mnkwg 
nresciits about the same differential rate problem as railroad 
r es The use of electricity varies with the time of day. E 
He plants are constructed to provide adequate servnee at .1 e 

:i:V„f use. Both plant and —"ai^^ 

commodate future increase .,„r unit costs than smaller 

large generating units tend to have lor - j 

ness, as well as a large volume of business. 
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Value of Service. Since the cost of different kinds of service 
is extremely difficult to determine (overhead cost allocation 
uncertain), rates are based on the value of service. Large in¬ 
dustrial users of electricity are granted much lower rates than 
residential users. Large industrial users increase the volume of 
business; they may provide a more even volume of business 
(use power mainly at off-peak periods during the day or night) ; 
and finally, they may produce their own power unless the rates 
are made attractive. Without the large industrial users, resi¬ 
dential rates would be even higher and some service might be 
discontinued. 

Residential rates are usually arranged in schedules—the 
greater the amount of electricity used, the lower the rate. A 


minimum rate or service charge may be imposed which the 
consumer pays although no electricity is used. Service for small, 
infrequent users of electricity is possible only because of other 
consumers, and hence, a minimum rate or service charge low¬ 
ers the rate for those who make the service possible. Special 
low power rates for residential users, as well as the above rates 
tend to increase the volume of business. (A power meter for 
household appliances may be installed in addition to a light 

meter.) Large residential users benefit directly; other con¬ 
sumers benefit indirectly. 

Cost of Service. Electric rates based on the value of the 

n!!7h“ mam satisfactory, but cost of service should 

not be entirely Ignored by state commissions when utilities pre¬ 
sent their schedules. Any rate should at least pay for slighdy 
more than the extra direct expense incurred ^n providing a 
given service Some large industrial consumers may use more 
peak-power than off-peak-power which necessitates an expan 
Sion m utility equipment. Low industrial rates and high fesi- 
dential rates m such cases may result in a subsidy to^the in- 

deiftl^l use“'' consumption by resi- 


valuation, and to a lesser extent a fair return, is a 
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difficult task for tlie commissions. The value of a competitive 
business enterprise is mainly determined by capitalizing its 
present and prospective net income. The rates of public utilities, 
however, are regulated, their net income and their capitalized 
value thus being limited. Consequently, in order to determine 
the fairness of general rates and income for public utilities, the 
value of the investment must first be determined (rate base), 
and then rates can be altered until the net earnings represent a 
fair return on the investment. 

R.ate Base. • The rate ba^e, as stated previously, Jias in 
recent years usually been determined by the reproduction cost 
method—that is, a fifteen-year-old plant has a value equal to 
the cost of reproducing it at prevailing prices less depreciation 
(si)ot valuation). Less emphasis has been placed on valuations 
based on the original cost of construction. The utilities have 
favored the reproduction cost method because of rising prices 
which have inflated the rate base. A fixed return on an inflated 
rate base permitted higher rates and income. The courts have 
generally favored this method, too, because other industries 
have gained from price changes, and hence, to deny public 
utilities the increase in property value from rising prices seems 
to take property without due process of the law. Regulatory 
commissions and consumers have preferred the original cost 


method of valuation. , 

Reproduction Cost: Disadvantages. The reproduction cost 

minus depreciation (spot valuation) method of valuation is 
less satisfactory than the original cost method in the determina¬ 
tion of a rate base. Public utilities arc not competitive indus¬ 
tries. and hence, are not entitled to increases in property value 
I>ecausc of rising prices (the stockholders, not the bondholders, 
gain from increases in property values). The hypothetical re- 
production cost, moreover, of a new plant which duplica e 
the old one is not valid even on a competitive basis, because 
a new plant, if actually built, would use different equipment 
(more modern) and the cost might be greater or less, but e 
efficiency of production would be improved The use 
reproduction cost method when prices are falling would ban 
nipt many utilities. After the price decline of 1929 so 
utilities objected to its use. The serviee rendered 'vould I kely 
deteriorate, and although the consumer paid lower rates, h 
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would receive less service. And finally, if the rate base de¬ 
termined by the reproduction cost method, of valuation is re¬ 
vised with changes in the price level, valuations become ex¬ 
pensive and frequent changes in the rate base complicate the 
work of regulatory commissions. 

Original Cost: Advantages. The original cost method of 
valuation, or prudent historical cost method, is easier to de¬ 
termine and administer, and the consumer pays only for the 
capital actually provided. The regulatory commission would 
'take from the accounting records of a given utility figures of 
the actual money outlay for the original plant and subseciuent 
equipment. If early records were incomplete, estimates would 
be used. To encourage prudent management, careless outlays 
would not be included or would be included at a proper figure. 
Organization expenses (interest during construction and early 
losses) would be included as part of the investment. No deduc¬ 
tion would be made for depreciation. Stockholders, as well as 
bondholders, would receive a fixed money return. The real 
income of both groups would decrease with rising prices, but 
increase with falling prices. Standards of service could be 
formulated in order that efficient utilities would not be penal¬ 
ized by low rates. And finally, the rate of return, rather than 
the cumbersome rate base, could be changed to encourage or 
discourage investment in public utilities. A fair valuation, or 
fair rate base then, should mean an original cost valuation. 

Rate of Return. The rate of return for public utilities 
should usually be less than the rate of return for highly com¬ 
petitive industries. Their monopoly position and public regu¬ 
lation gives them greater stability of income. In recent years 
many utilities have been allowed a return of 6 to 8 per cent 
on their investment. The reproduction cost rate bases, how¬ 
ever, made the actual return much higher. If the rate base 
IS determined by the original cost method of valuation, a fair 

return is one which attracts sufficient capital into utilities to 
maintain satisfactory services. 


trends in public utility regulation 

bf of public utility regulation is uncertain. Unregu- 

re^lalif Lmonopoly price extortion. Past 
regulation, however, by state commissions has been ineffective 
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and costly. In the field of federal regulation, the ICC has been 
criticised as a tool of the railroads and as a weak control 
mechanism. Part of the regulatory weakness is due to the 
shifting decisions of the courts in rate cases. The most promis¬ 
ing developments in recent years have been in the field of public 
ownership. The Tennessee Valley Authority and the public 
ownership of electric power facilities in Nebraska have been 
successful. These projects are likely to be expanded, and they 
may set a pattern for rates and services for private utilities 
which would make less difficult the problem of regulation. In 
the meantime, the policy of regulation by a multiplicity of 
commissions and agencies becomes more and more difficult to 
carry out. 


GENERAL REFERENCES 

Crumbaker, Calvin, Transportation and Politics. 

Daggett, Stuart, Principles of Inland Transportation. 

Duncan, C. S., A National Transportation Policy. 

Edsvards. Ford K., “Cost Analysis in Transportation" 

cecdinrjs of the Anterican Economic Associahon. 1947, pp. 44i-^oi. 

Glacser, M. G.. Outlines of Public Utility Economics. 

Jones, Eliot, Principles of Railway Transportation. 

Lilienthal^ David. TFA—Democracy on the March. 

Lloyd, E. M. H., Experiments in Stale Control. 

Mosher. W. E., and F. G. Crawford. Public Utility Regulation. 

Moulton. H. G.. and Associates. The American Transportation Problem. 

Ruggles, C. O.,^Problems in Public Utility Economics and Management 

Sharfman, I. L., The Interstate Commerce Commission. 

Stocker. H. E.. Motor Traffic Management. 

Thompson. C. W.. and W. R. Smith. Public Utility Economics. 

Tro.xcl, Emery. Economics of Public I tilities. 

Wiprud, Arne, Justice in Transportation. 


Chapter Nineteen 


PUBLIC FINANCE 


NATURE OF PUBLIC FINANCE 

Public finance is a critical study of the spending activities of 
governments (federal, state, and local), of the methods used by 
governments to procure funds, and of the administration of 
government funds. The major divisions, then, of public finance 
are public expenditures, public revenues (including public bor¬ 
rowing), and financial administration (budgeting, auditing, and 
custody of public funds). Public finance is part of economics 
because it deals with one method (collective method) of satis¬ 
fying certain human wants and because it affects the personal 
pro^ction, distribution, and consumption of wealth. 

Public economy differs from private economy because the 
state has the sovereign power to compel individuals to make 

services. Another 

difference is the nonmaterial and general welfare character of 
most government activities. Unlike private business they are 

turns expected to yield financial returns. If financial re- 
turns are anticipated from a given state activity, the returns 
need not be immediate (e.g.. reforestation) and may be Id 
J^ted to a cost basis rather than a profit basis. An apparin 
d fference between public and private economy arises LcaHe 

PUBLIC expenditures 
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more than / per cent of the national income, whereas in 1926 
they constituted approximately 15 per cent. In 1932, when in¬ 
comes had been drastically reduced by the depression, they had 
risen to about 36 per cent. In 1941 after incomes had been 
greatly increased by the war, the ratio of public expenditure to 
national income was 26 per cent. Federal, state, and local ex¬ 
penditures vary from year to year, but during the above period 
each government unit increased greatly its expenditures. 

Federal Expenditures. \Var costs, past and prospective, 
account for 75 to 80 per cent of the federal expenditures. These 
costs include maintenance of the Department of National De¬ 
fense. military pensions and compensation, and debt redemp¬ 
tion and interest for loans contracted for war purposes. Civil 
expenses (c.xecutive, legislative, judicial, and administrative) 
account for the remainder of federal expenditures. A history 
of federal expenses indicates that war expenses have always 
been a large portion of federal government costs. Not only 
arc war expenses large, but each war tends to increase per¬ 
manently the cost of the civil branches of government (i.e., the 
expansion of organization during a war is not quickly curtailed 
after the war). Federal expenditures, of course, vary with 
general economic conditions. Beginning with the depression of 
the 30’s, the federal government assumed greater responsibility 
than formerly for various types of relief and recovery expendi¬ 
tures. 

State Expenditures. The amount of various expendi¬ 
tures made by the states changes from year to year, but usually 
the largest expense items arc for education, highways, and 
health and welfare (i.e., cliarities. hospitals, correction, etc.). 
They constitute about 75 per cent of the total state expendi¬ 
tures. Other state expenditures include those for general gov¬ 
ernment, protection for life and property, interest on debt, out¬ 
lays for permanent public improvements, etc. 

Local Expenditures. The expenditures of local govern¬ 
ment units (municipalities, counties, school districts) resemble 
those of state governments. Municipal expenditures (for cities 
of 30.000 population or more) usually account for more than 
half of the local expenditures. The largest expenditures o 
these municipalities are outlays for education, protection ot 
persons and property, highways, and general welfare. nor 
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to World War I local government expenditures represented 
approximately two-thirds of all government expenditures. In 
the future the proportion is likely to be substantially less than 
one-half. 


Causes of Increasing Expenditures. In all civilized coun¬ 
tries during the past century public expenditures have increased 
more rapidly than population and perhaps more rapidly than 
wealth and income. The cause of tlie increase, therefore, can¬ 
not be attributed to any special type of government (demo¬ 
cratic or otherwise), nor can it be entirely explained by war 
and militarism. Increased government ownership does not ex¬ 
plain it because most public service enterprises impose no net 
financial burden upon the community. Government inefficiency 
and extravagance may account for part of the increase in some 
countries. 

Nationalism and Wars. These are important causes of 
the increase in public expenditures, especially for national gov¬ 
ernments. 


Concentration of Business. The development of large 
business units has brought about problems for the government 
to solve. These problems require regulation with regard to 
labor relations, consumer protection, labor protection, monopoly, 
and unemployment. 


Social Welfare. This is still another important cause of 
the inerpse in public expenditures. Many needs which formerly 
a few individuals supplied for themselves arc now supplied 
through public co-operation. Education, for example, was for¬ 
merly almost entirely provided by private schools and tutors. 
Public co-operation enables all individuals to receive a limited 
amount of education. Police protection, sanitation, highways, 
etc., can be provided more advantageously by means of public 
co-operation. The increase in population (especially urban) 
and the growing complexity of modern industrial civilization 
multiply social needs. The severity of the recent depression 
necessitated a great increase in expenditures, especially federal 
for welfare services (poor relief, public works projeL, etc.)! 

Expenditures. Control of public ex¬ 
penditures implies some scrutiny of total expenditures and 
careful evaluation, as well as administration. oT^pecific expend^ 
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iturcs. The limit to total expenditures depends upon the will¬ 
ingness of a given population to pay taxes or carry debt. Will¬ 
ingness to pay taxes or to borrow varies witli the wealth and 
income of a given population, with its traditions, and with 
emergency conditions (e.g., war or program of expansion). In 
Great Britain, for example, public ex])enditures constitute a 
larger proportion of the national income than in the United 
States. There is no proper proportion between the total income 
of a country and its public expenditures, but the rapid increase 
of public expenditures invites study.. 

SlGXlFIC.VNCE OF INCREASING EXPENDITURES. There is 
the possibility that the tax burden may reduce incomes until 
capital accumulation is retarded. The increase of public ex- 
j)enditures, however, increases the tax base and thus lessens 
the difficulty of collecting taxes. Many taxes are satisfactory 
when the rates are moderate, but become highly unsatisfactory 
at higher rates. Reform of the tax system, then, depends in 
part upon the amount of public expenditures. Since expendi¬ 
tures for war and welfare activities constitute the major por¬ 
tion of public expenditures, public policy with regard to these 
activities will determine future trends in total expenditures. 

Evaluation and Administration of Expenditures. 
In order to develop intelligent public policy with regard to pub¬ 
lic expenditures and to execute eflfcctively that policy, several 
conditions arc indispensable. 

Classification of Expenditures. Proper classification of 
expenditures by different government units is an important aid 
to public policy. If ordinary public expenditures are listed as 
extraordinary (i.e., nonrecurring over short periods of time) 
and are financed by an increase in public debt, current costs of 
government are understated. For the federal government a 
statement of ordinary expenditures should distinguisli between 
military and civil expenditures. Nominal expenditures, such 
as bookkeeping transfers of funds from one department to an¬ 
other, or from one government unit to another, should be stated 
separately in order to show the real status of total expenditures. 
Commercial enterprises operated by government units should 
have a separate budget and any deficit would then appear as 
an expenditure for that type of activity—any surplus as a 
revenue. To combine the total expenses of government com- 
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niercial enterprises with ordinary expenditures and the total 
receipts with revenues, obscures the real status of that par¬ 
ticular type of government activity. Ordinary government ex¬ 
penditures are not expected to yield any tangible return (i.e., 
they promote the general welfare and productivity of the coun¬ 
try), but expenditures for government commercial undertakings 
are expected to yield, as any business enterprise (except that 
the returns may be less immediate), some tangible returns. 

Budget System. A budget system may be effectively used 
whe're expenditures are properly classified by different govern¬ 
ment units. Budget estimates of public needs will then permit 
intelligent judgment as to the proper distribution of expend¬ 
itures to various activities. Proper classification and effective 
budget-making provide a superior type of control over expend¬ 
itures as compared to the usual mechanical checks (e.g., ta.x 
rate and debt limitations) which are applied to local govern¬ 
ment units. They also enable taxpayers’ associations to exert a 
more intelligent influence with regard to expenditures. 

Centralisation of Administration. Centralization of admin¬ 
istrative authority in different government units increases the 
effectiveness of a budget system and lowers government costs. 
It facilitates the introduction of uniform accounting systems 
and improves auditing. The federal government is reorganizing 
some of its conflicting and competing administrative agencies. 
The new Department of National Defense includes the former 
Departments of War and Navy. A few state governments have 
eliminated numerous boards and commissions and have con¬ 
centrated administrative duties in a few departments. Mu¬ 
nicipal administration in many cities is effectively centralized 
under the city manager plan. The manager plan might also be 
applied to counties in which there is a rather large and wealthy 
population. 

Effective centralization of administrative authority in order 
to control ex-penditures also involves a proper, distribution of 
activities among the various government units. There is no 
definite principle of functional distribution. In some cases the 
federal or state governments may perform certain functions 
more efficiently than local units. Sometimes the local units may 
surpass tlie state government in the performance of certain 
tasks. In general the state and federal governments must as- 
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sunie certain functions which the local units because of inade¬ 
quate resources, constitutional restriction, or lack of adequate 
jurisdiction cannot perform (e.g., administration and main¬ 
tenance of tlie metropolitan drainage district around Boston, 
of tite Eric and Panama canals, etc.). The state must also as¬ 
sume functions which the local units can perform but are un- 
uilling to perform adequately enough to protect the common 
interests of other communities (e.g., public health activity, high¬ 
way construction, etc.). The same principle applies to the 
distribution of functions between the federal government and 
the state governments. 

Subsidies or grants-in-aid are frequently made by the fed¬ 
eral government to the states (e.g., for highway construction) 
and by the state governments to local government units (e.g.. 
for educational facilities). The subsidy system fosters local 
autonomy which frequently results in wasteful expenditures. 
In some cases subsidies may be justifiable, but they should be 
subject to close supervision by some central authority to deter¬ 
mine the use of the subsidy, standards of efficiency, etc. In 
some cases the government unit granting the subsidy should 
take over the activity performed by local units with the aid of 
the subsidy. In other cases a regrouping of local subdivisions 
(e.g., consolidation of school districts, county governments, 
etc.) would eliminate the need for a subsidy and would lower 
the cost of government. 

PUBLIC REVENUES 

\’‘arious government units support their program of ex¬ 
penditure by means of revenues. Government revenues or in¬ 
come may be classified as follows: (1) commercial revenues 
(i.e., receipts from government business enterprises); (2) ad¬ 
ministrative revenues (i.c., fees, licenses, fines, escheats, profits 
on coinage, and special assessments which arise directly or in¬ 
directly because of the exercise of strictly governmental func¬ 
tions): (3) tax revenues; (4) public loans; and (5) book¬ 
keeping transfers. Revenue from taxation furnishes the bulk 
of government income for most units of government. Gov¬ 
ernment borrowing (public loans) is a means of anticipating 
future revenues. These two sources of government income are 
the main subjects for the analysis which follows. Bookkeeping 
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transfers were briefly discussed under expenditures. They are 
expenditures for the government making the transfers and are 
revenues for the units-which receive them. 


Commercial Revenues. Tlie accounts of government en¬ 
terprises, as mentioned previously, should be classified separately 
m order to determine whether they add to the net tax burden. 

If government enterprises yield a net profit, they arc a source 
of revenue. 


Public Domain : Land, Forests, Minerals. The federal 
government has received most of its revenue from this source. 
Net returns including sales, rentals, and royalties totaled about 
one hundred million dollars in 1928. The return is small in 
comparison with the rich territory which the federal govern¬ 
ment once possessed. Most of the land was given away as an 
inducement to settlement. Huge grants of land were made to 
the states for the purpose 6f aiding public education, but the 
states record with regard to managing and disposing of public 
land was not always creditable either. The federal government 
also used the public domain wastefully to subsidize railroads 
Western settlement of the United States is an epic of heroic 
achievement, but it is also a sordid tale of public laxncss. pri¬ 
vate graft, and exploitation. The pressure of private interests 
to obtam timber and water-power resources in the national 
parks Illustrates die modern trend. The present federal con- 

pubUc Ton^’n 


Public Industries. In the United States public industries 
are usually municipal industries. The state governments main- 
am few enterprises of a commercial character. The post office 
.3 the chief federal industry. The postal savings systan is a 

trm^mits offidil 

fiscal agent for individuair(monT^^^^^ 
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on secoiul class mail which contain large amounts of advertis¬ 
ing do not cover the cost of handling it, and hence, this service 
is subsidized by the employees and taxpayers. The Tennessee 
\’alley Authority was created in 1933 to build dams on the 
Tennessee River in order to control floods, to improve naviga¬ 
tion, and to manufacture nitrates for tlie purpose of national 
defense. For the latter purpose, the T\’A has authority to 
construct hydro-electric plants and to sell surplus electrical 
energy. The United States Printing Office is the largest print¬ 
ing establishment in the world. The federal government is 
sponsoring many public housing projects. There are also a 
number of government corporations besides the T\’A—corpora¬ 
tions such as the Federal Deposit Insurance Corporation, the 
Reconstruction Finance Corporation, the Home Owners Loan 
Corporation, the Inland Waterways Corporation, and the Pan¬ 
ama Railroad Company. In the United States the public cor- 
]>oration is becoming increasingly popular as a form of business 
organization for public enterprise. Its advantage lies chiefly in 
its flexibility as compared to the ordinary government agency 


or bureau within a department. 

Municipal industries in the United States are mainly en¬ 
terprises which supply water, electricity, gas, and street rail¬ 
way service. Other municii)al enterprises are docks. whar\es, 
public markets, public halls, etc. Criticism of municipal indus¬ 
tries is based largelv on faulty accounting methods. Their ac¬ 
counts are frequently merged with those of the municipality: 
they may or may not be credited with the full amount of their 
revenues or debited with all the expenses which they incur. 
Current expenses are frequently charged to capital accounts 
and inadequate provisions arc made for depreciation. Munici¬ 
pal industries are also usually exempted from taxes. . <■ 

cliarge should be included as a cost of operation in ord.r to 
<liffiisc the tax burden, to avoid subsidizing 
services, and to permit an easy coini>arisnn of 
with the operation of similar private industries. Ci 
widely as to how much revenue they raise ^ul 'ic n 

terprise. For example, Tacoma .and acksonville 
as much revenue from operating pub ic enterprises '’ey “ 
from tax collections, whereas Gary. Indiana, relies almost 


tircly on tax receipts. 
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In general no definite conclusion can be stated for or against 
government enterprises in the United States because their ac¬ 
counting records do not reveal their actual status. European 
government enterprises are more numerous and appear more 
successful, but European political conditions differ from those 
in the United States. The management of many American 
government enterprises has been only moderately successful, 
but that is also true of many important private enterprises. 
Government ownership of industries in the United States is 
still in the experimental stage. The most important need at 
present is to obtain a clear-cut record of the experiment. 


Administrative Revenues. These revenues are not of 
great fiscal importance. The increasing burden of general tax¬ 
ation, however, suggests the possibility of extending the use of 
these revenues in order to make some government depart¬ 
ments more nearly self-sustaining. The most important admin¬ 
istrative revenues are fines, fees, licenses, and special assess¬ 
ments. 


Fines. They are charges imposed on individuals because 
of the infraction of laws. They are a by-product of law en¬ 
forcement and are not intended to be made a primary source of 
revenue, the most obvious exception being the “speed traps” 

of municipalities. . 

Fees. They are charges made for a special service rendered 

to individuals by some essential government agency or institu- 
lon, such as a university. Formerly many public officials were 
allowed to retain fees as part of their compensation. The sys¬ 
tem produced excessive diligence on the part of officials and 
provoked excessive competition for the more lucrative offices 
Consular and passport fees collected by the State Department 
sub^r? department to be self-supporting, and 

common “ rr" License fees are very 

common. The service rendered is usually in the form of a 

individuals to engage in some ac- 
imn^ the regulative element is a distinctive feature. The most 

= 
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because the levy is compulsory upon the owners of the prop¬ 
erty benefited by the improvement, but the benefits are special 
rather than general. 

Revenues from Taxation. Taxes are compulsory charges 
imposed upon individuals for the support of government 
services. Since taxes are usually paid for the general services of 
government and not for any special service rendered to the 
individual taxpayer, the distribution of the tax burden presents 
difficult theoretical and practical problems. The relatively large 
proportion of total revenues raised by means of taxation and 
the growing burden of taxation imposed by increasing expendi¬ 
tures, add to the importance of the tax distribution problem. 
Every tax redistributes income because revenue is collected 
from the taxpayer and is rarely, if ever, returned to the same 
taxpayer in like amount. 

Principles or Tests of a Sound Tax System. 

Fiscal Adequacy. Taxes should be productive of sufficient 
revenue to meet general public needs. Old taxes are sometimes 
preferable to new ones, because their fiscal adequacy has been 
tested. If taxes encroach severely upon incomes and retard 
capital accumulation, their revenue yield in the future will likely 
become inadetjuate. To obtain fiscal adequacy in any tax sys¬ 
tem a diversity of taxes is necessary. Since all taxes in any 
sound tax system are ultimately paid out of individual incomes, 
a single tax on incomes appears to offer an easy solution of 
the tax problem. A single tax on incomes, however, would 
be fiscally inadequate during a severe business depression— 
that is, a tax system to be fiscally a<lcquatc must have some 
elasticity. A rigid tax system (i.e!, one provided by constitu¬ 
tional law rather than statutory law) over a long period is 
likely to become fiscally inadequate. Flexibility of a tax sys¬ 
tem is an aid to fiscal adequacy. Taxes which are economical to 

collect and to administer promote fiscal adequacy. 

Convenience. All taxation is burdensome, but a sound tax 
system will include taxes which are least vexatious to pay. 
Complicated tax laws which require an elaborate administrative 
organization as w^ll as intricate tax returns are obnoxious, 
partly because the cost of compliance is high. This is one dis¬ 
advantage of the federal income tax law’. The pavment o some 
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taxes in installments or by withholding adds to the convenience 
of the taxpayers. 

Certainty. There are two types of certainty which arc im¬ 
portant for a sound tax system. First, legal certainty refers 
to the formulation of tax laws and the possibility of avoiding 
tax payment. Unless tax laws are carefully stated, tax dodgers, 
or legal experts employed by tliem, find loopholes which enable 
them to avoid or to reduce their tax payments. Recent senate 
investigations of income tax evasions indicate the importance 
of legal certainty in taxation. The general property tax is an¬ 
other excellent example. The administrative provisions of a 
tax law should make the time and amount of tax payments cer¬ 
tain (e.g., under the federal income tax law the final audit and 
determination of the tax has occurred several years after the 
income was received). 

Second, economic certainty refers to the possibility of hav¬ 
ing the individual who pays a given tax shift the burden to 
other individuals. The shifting of a tax may or may not be 
desirable. The important point is to determine with a reason¬ 
able degree of certainty whether a given tax is, or is not, shifted, 
and if it is shifted, to determine upon what group, or groups, 
of individuals the burden finally rests. 

Direct and Indirect Taxes, The terms “direct” and “in¬ 
direct” are frequently applied to the incidence of taxes. Their 
meaning varies, but a direct tax is usually a tax which is 
difficult to shift and which is therefore ordinarily borne by 
the persons on whom it is levied, whereas an indirect tax is one 
that is easy to shift. The intended results, however, may not 
always be realized. The incidence of any tax varies with eco¬ 
nomic conditions. To say that some taxes are always shifted 
(i.e., are indirect) whereas others are never shifted (i.e., are 
direct) may overlook important exceptional conditions. 

Incidence of Taxes, The person who pays the govern¬ 
ment bears the impact of a tax. but he may move the burden 
of the to to some other individual. The other individual bears 
the mcdence of the tax. Taxes can be shifted forward to the 
consumer through the raising of prices or backward to the 
worker (by cutting wages) or to the seller of raw materials 
(by paying less for the raw materials). These methods of 
shifting are not alternatives but instead may be used in various 
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combinations with a partial absorption of the tax by the one 
who initially pays it. Thus the burden of the tax may be widely 
diffused. A further complicating feature is that business groups 
tend to anticipate the levying of business taxes and to act im¬ 
mediately to protect themselves, in which case there may be 
no price changes after the levying of a tax. Hertce to all ap¬ 
pearances no shifting has occurred. 

Under competitive conditions taxes wdiich affect the mar¬ 
ginal supply of goods are in part shifted. A tax on houses, 
for example, tends to be shifted to tenants and to buyers of 
houses because owniers of capital seek a higher return elsewhere 
until the shortage of houses increases the rental and selling price. 
The amount of the tax shifted and the speed of the shift de¬ 
pend upon the mobility of capital and the exclusiveness of the 
tax. In a rapidly growing community the shortage of houses . 
would develop quickly, and the shifting might be quickly ac¬ 
complished; in a stationary coniinutiity, the shifting would 
occur slowly (i.e., when old houses needed replacement). If 
investments other than houses were about equally taxed, capital 
might not be shifted from house building and less of the tax 
shifted. If all capital investments are heavily taxed, the supply 
of capital may be reduced and then some shifting of taxes on 
all capital goods will occur. The shifting, then, affects laborers, 
landowners, and entrepreneurs, as well as consumers. The time 
element is important. The gasoline tax, for example, may not 
be shifted over a short period of time because of the immobility 
of capital. Over a long period of time it is likely to be shifted 
partly to consumers. Demand, as well as supply, is important 
in the shifting of taxes. A general sales tax or an excise may 
be shifted more quickly on commodities for which the demand 
is inelastic and less quickly on other commodities (i.e., w'lth 
an clastic demand or a customary price). Taxes on increasing 
cost industries are likely over a period of time to be shifted, 
but the increase in price is less than the amount of the tax. 
For a decreasing cost industry, the increase in price is more 

than the amount of the tax. 

Taxes which affect surplus returns rather than marginal 
returns are not likely to I)e sliiftcd. The federal tax on per- 
sonal incomes is for the most part not shifted because of tie 
exemption of small incomes and the use of mo<lerately progres- 
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sive rates on larger incomes. The federal corporation tax, taxes 
on business profits, inheritance taxes, and taxes on land are 
not likely to be shifted. A percentage tax on monopoly profits 
is not shifted, but a unit tax on a monopoly is partly shifted 
(i.e., the amount of shifting depends on supply and demand 
conditions) to consumers. If part of an industry is taxed more 
in one district than in another, part of the extra burden in the 
high tax district is likely to be borne by the entrepreneurs 
in that district. Profits are not necessarily reduced, because 
management may be stimulated to greater efficiency. 

Justice. When a group of taxes are combined into a tax 
system for a given government unit, the problem of a just or 
equitable distribution of the total tax burden arises. Unless 
the taxes are fiscally adequate, convenient, and certain, there 
is little to be gained from an attempt to test the ecjuity or justice 
of the tax system. There are two main principles with regard 
to just taxation. 

Benefit Principle. This principle means that individuals 
should be taxed according to the benefits wliich they receive 
from various government services (i.e., the cost of various 
services would be apportioned on this basis). In most cases, 
however, the benefits derived by an individual from government 
services cannot be practically determined. If the total tax 
burden, moreover, could be practically adjusted to a benefit 
basis, the poor would be taxed much more heavily than the rich 
because they are more dependent on government assistance and 
protection. Nevertheless, there are some cases, particularly in 
local finance, in which benefits can be approximately determined 
and in which taxation according to benefits is the only prac¬ 
tical basis. 

Ability Principle. This principle means that individuals 
should be taxed according to their ability to pay taxes for the 
support of government services. To determine the ability of 
different individuals to pay taxes is a difficult task. Some econo¬ 
mists have suggested “equality of sacrifice” or “minimum sacri¬ 
fice” as a test of ability. But a subjective test to determine how 
badly tax payments hurt each individual is impracticable The 
test of ability or faculty to pay taxes in colonial times was the 
possession of property. But the development of diverse kinds 
of property and property rights makes the money valuation of 
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legal property an inequitable test of ability to pay taxes. In¬ 
come. rather than property, is the usual test or measure of abil¬ 
ity to i)ay taxes. But income is difficult to determine. The 
period of time in which the income was made is important. The 
type of income (i.e., a funded income derived from property, 
or a precarious income derived from individual effort, etc.) is 
also im])ortant in a test of ability to pay taxes. Because of 
these difficulties and other practical limitations, it is impossible 
to base an entire tax system on the ability principle. 

Combination of Benefit and Ability. For fiscal adequacy 
any tax system requires a diversity of taxes, and some com¬ 
bination of the benefit and ability principles is the most feasible 
solution. Bor fiscal reasons some taxes (e.g., income and 
inheritance taxes) should have progressive rates—that is, the 
tax rate should increase as the amount assessed increases. 
For fiscal reasons some taxes (e.g., excise ta.xes and custom 
duties for revenue purposes) may be used which have a regres¬ 
sive effect—that is. the amount of the tax paid in proportion to 
income will decrease with increases in the size of incomes. For 
fiscal reasons some taxes (e.g., property tax) may be used with 
proportional rates—that is, the tax rate will be the same for all 
amounts—flat or uniform rates. If the use of some ta.xes with 
progressive rates offsets the regressive effects of other taxes, a 
rough proportionality of the total tax burden may be obtained, 
which is about the only practical justice to be expected from any 
tax system. For nonfiscal reasons the use of income and in¬ 
heritance ta.xes to reduce great inequalities in the distribution 
of wealth and income may be justifiable from a general eco¬ 
nomic and social point of view. 

Federal Tax System. The most important federal taxes 
from a revenue st«andpoint are the personal income tax, the 
corporation income ta.x, and the consumption ta.xes (e.g., cus¬ 
toms duties, excises, and sales ta.xes). The federal estate ta.x 

is important, but not as a revenue producer. 

Customs Duties. Prior to the Civil \\ ar most of the 
ordinary federal revenue was derived from customs duties. 
I'rom tile Civil War to World War I, customs duties usually 
jiroduced about half of the federal revenue. Since World War I 
the yield is much less. The use of customs duties in the United 
States for protective rather than revenue purposes makes tliem 
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a cumbersome and fiscally inadequate source of revenue. 
Usually when revenue is needed, their yield declines. The hulk 
of revenue is collected from relatively few classes of com¬ 
modities. 

Excise Duties and Special Sales Taxes. There is a tendency 
to multiply the use of such taxes. The taxation of a few com¬ 
modities, such as alcoholic beverages, tobacco products, jilay- 
ing cards, etc., which are nonessentials of widespread consump¬ 
tion yield a substantial revenue. If the taxes are collected from 
manufacturers or wholesalers rather than from retailers, they 
are economical and easy to administer. Either a sales tax on 
many commodities or a general sales tax is difficult to justify. 
The expense of administration would be greatly increased and 
the total tax burden might become regressive. 

Personal Income Tax. The federal government levied a 
tax on personal incomes during the Civil War and postwar 
period (1862—1872). Another income tax was enacted in 1894, 
but it did not become operative because the United States 
Supreme Court declared it unconstitutional. The court had 
upheld the constitutionality of the first income tax law on the 
grounds that it was an indirect tax. In 1894 the income tax 
was declared by the court to be a direct tax, and hence, un¬ 
constitutional because it was not apportioned to the states on 
the basis of population. The Sixteenth Amendment (1913) 
legalized direct taxes of the federal government without appor¬ 
tionment among the states on the basis of population. 

The personal income tax forms an indispensable part of 
the tax system. Although the determination of net taxable in¬ 
come has not been satisfactorily solved, experience will add 
improvements. The tax is assessed partly by declaration and 
partly by withholding, both methods being supplemented by 
information at source. With moderately progressive rates the 
inducement to avoid the tax payment is less and administration 
is more effective. There is no good reason for the retention of 
normal and surtax rates—one scale of rates would simplify the 
tax and furnish adequate progression. 

• The federal government 

in 1909 levied a tax on corporation net incomes. The constitu- 
tionality of the law was upheld because it was designated as 
a special excise tax on the privilege of conducting business 
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under the corporate form of organization. In 1913 it was re¬ 
placed by an income tax on corporations. In 1936 a new tax 
law. which was repealed in 1939, taxed undistributed net income 
of corporations at graduated rates. This law was designed to 
force distribution of earnings to stockholders. The former 
tax system had tended to encourage the accumulation of huge 
corporate surpluses. Before 1936 corporate dividends under the 
federal personal income tax were exempt from tlie normal tax 
but^ not the surta.x. Thus individuals with small incomes, 
mainly in the form of dividends, may have been taxed very 
little under the personal income tax, but very heavily under 
the corporation income tax. Since 1936 dividends have been 
subject to the normal tax, as well as the surtax, under the 
federal personal income tax. To tax profits under the corpora¬ 
tion income tax and the dividends paid out of these profits under 
the normal rates of the personal income tax docs not consti¬ 
tute unfair double taxation, since the corporation has a tax- 
paying ability separate from that of the individual stockhold¬ 
ers and since the government is aware that it is taxing twice 
and Ifas fixed both sets of rates accordingly. 

Federal Estate Tax, Since 1916 the federal government 
has taxed the transfer of the net estate of deceased persons. 
(Inheritance ta.xes impose duties upon the distributive shares 
of an estate.) The tax yields a small revenue, but it is needed 
to prevent inequality among the states in tlie use of inheritance 
taxes. The federal estate tax provides a liberal tax offset if 
the estate lias already been subjected to a state inheritance tax. 
The tendency of some states to exclude inheritance taxes in 
order to invite wealthy people to change their residence is 
checked. Although the yield is small, the tax, both federal and 
state, conforms to tlie ability principle and lessens the burden 
of ordinary property taxes. A federal gift tax is imposed to 
stop the leaks in the estate tax. 

State and Local Taxation. The most important state 
and local taxes from a revenue standpoint are property taxes, 
consumption taxes (mainly gasoline and sales taxes), business 
taxes (licenses), income taxes, and inheritance taxes. 

Property Taxes. These taxes supply over one-half of the 
total state and local revenues. A common type is the general, 
property tax. Under this tax all kinds of taxable property 
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are assessed (either by assessors or by residents who submit 
sworn lists of property values to assessors) at some money 
value, and a uniform or a classified rate structure is then applied 
to all property. The rate is varied by the state and local gov¬ 
ernments according to fiscal needs. 

Defects of General Property Tax. Since the devclop- 

ntentof various types of property, especially intangibles (stocks, 
bonds, etc.) which yield different incomes, property in general 
no longer represents equal ability to pay taxes. The taxation 
of tangible and intangible property results in unjust multiple 
taxation. Many states, to avoid double taxation of corporations 
as compared to other types of business organizations, exempt 
from taxation the stocks of domestic corporations (but not 
foreign corporations). Nonresident stockholders are subject 
to unjust double taxation. There is a tendency, moreover, for 
competitive underassessment of property in each community by 
locally elected assessors in order to reduce the tax burden. 
Boards of equalization cannot correct all the resulting inequali¬ 
ties among tax districts. Furthermore, since intangil)le prop¬ 
erty and some forms of personal tangible property can be 
easily concealed, wholesale tax evasion develops. Since urban 
communities own proportionately more intangible property, an 
unjust tax burden is imposed upon rural communities. The 
owners of real estate are subjected to an increasing burden of 
taxation as other types of property fail to contribute to state 
needs. 

Reform of State and Local Taxation. One improvement 
is the classified property tax. With this kind of tax, the 
assessment may be uniform with different tax rates for dif¬ 
ferent types of property, or the rate may be uniform with 
different assessment values for different types of property. 
Since some types may be more easily concealed than others, 
lower rates for easily concealed property lessen the inducement 
for evasion and may lower the tax burden on immobile prop¬ 
erty, such as real estate. The classification may apply to all 
types of property, or only to certain designated classes with 
some classes, such as household goods (difficult to assess), 
exempt. 

Another improvement of state and local taxation which is 
probably superior to the classified property tax is a state income 
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tax system. A moderate tax on personal incomes with low 
exemptions would be imposed by the state in which the person 
receiving the income resides. Property would also be taxed by 
the state in which the property is located. (Intangible property 
could be completely exempt from taxation, or a classified prop¬ 
erty tax with a low rate on intangibles could be combined with 
the personal income tax.) A tax on net business incomes would 
be imposed by the state within which the business is conducted. 
An inheritance tax would also be included—tangible property 
ta.xed by the state in which it is located and intangible property 
taxed by the state of residence of the decedent. A few special 
sales taxes (e.g., on gasoline) may be used in this system. 
Under a state income tax system part of the revenue should 
be returned to the local government units on the basis of needs 
in order to compensate for their loss of revenue from property 
taxes. Under cither system of improved taxation central ad¬ 
ministration by a competent tax commission is indispensable. 

State and local (and federal) governments operate in an 
atmosphere of many levels. Decentralized planning is necessary, 
whereas efficiency can be improved by centralization. Because 
of jealousies and rivalries, the activities of the various govern¬ 
ment units are unco-ordinated. In the field of taxation there 
arc many overlap[)ing taxes, i.e., the same taxes arc used by 
more than one unit of government. Thus a double cost of com¬ 
pliance and a double cost of administration are involved. Local 
government is badly in need of modernization, but this is most 
difficult to accomplish because of local loyalties, tradition, url)an- 
rural antagonisms, the desire of office holders to retain their 
jobs, the resistance of taxpayers to reorganization for fear 
of an increase in their tax bills, the resistance of business 
groups receiving special favors, and the resistance of local 
units that might lose taxable resources. These local and state 
governmental units which resist centralization arc unable ade¬ 
quately to finance their activities with the result that awkward 
devices, such as grants-in-aid, shared taxes, and tax crediting 
schemes, must be used. 

Public Receipts from Loans. In order to maintain public 
credit, a long-run balance between revenues and expenditure? 
is essential. Some countries have perpetual or indefinite nia- 
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turity debts, but the amount of such debts may weaken their 
credit under emergency conditions. Public borrowing to be 
successful from a long-run point of view must be a temporary 
and supplementary source of revenue. In the main, public 
credit should be used to meet extraordinary or irregular ex¬ 
penditures. 

Public borrowing to meet emergency conditions, such as 
wars and severe depressions, is legitimate. The issue of paper 
money to finance a war is virtually a forced lf>an which may 
or may not be repaid. As much of war costs as possible should 
be met by increased taxation—the remainder by means of 
bonds. The sale of bonds for war purposes may be largely 
financed by bank credit and inflation results, but the effects of 
this type of inflation are to be preferred to paper money issues. 

Public borrowing to finance government commercial enter¬ 
prises is justifiable if the returns are deemed sufficient to cover 
all costs including interest on the capital invested. Public bor¬ 
rowing for public improvements which do not yield a money 
return is legitimate if the improvement represents an ex¬ 
traordinary expenditure for the government unit (i.e., a new 
school building for a small town would represent an ex¬ 
traordinary expenditure, but such expenditures recur regularly 
for large cities). The repayment of loans borrowed for ex¬ 
traordinary nonrevenue yielding improvements should be based 
on the probable duration of the improvement. For this purpose 
serial bonds rather than a sinking fund are preferred because 
sinking funds are more susceptible to political manipulation. 
For local government units, debt contraction and debt repay¬ 
ment should be supervised by some central authority of the 
state. 

A major problem wdth reference to budgetary procedure 
concerns the unbalance characteristic of so many modern gov¬ 
ernmental budgets. While there is no adequate reason to keep 
a budget in balance over the whole period of business fluctua¬ 
tions, a greatly unbalanced budget aggravates the tax problem, 
weakens the chance of preparedness for future emergencies, 
and threatens the stability of money and prices. Many argue 
Aat there is no burden to debt as long as the public debt is held 
internally. This statement must be qualified, however, because 
taxpaying is usually more general than bond holding and, fur- 
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thermore. the greater portion of modern debt is held by the 
banking system. Thus retirement of debt involves a probable 
contraction of credit which may have deflationary consequences 
upon the entire economy. 

The budget should perhaps be balanced over the whole 
period of business fluctuations rather than in any one year, 
and another prerequisite to an adequate counter-cyclical .fiscal 
policy is the proper timing of taxes and, in some cases, the use 
of fluctuating rates, with the government taking responsibility 
for the elimination of defects, deficiencies, and maladjustments 
in the functioning of the economy. 
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Chapter Twenty 


INTERNATIONAL ECONOMIC 

RELATIONS 


International economic relations constitute a field of study 
within the main body of economic analysis because of the ex¬ 
istence of independent nation-states each having a government 
capable of pursuing an independent economic policy with re¬ 
spect to the rest of the world. International economic relations 
are concerned with those special problems which arise because 
of the existence of political boundaries and which do not arise 
within a country. In particular, it is concerned with the nature 
of trade between countries, the flow of investment funds be¬ 
tween them, the commercial and monetary policies pursued by 
the various governments, and the different organizational ar¬ 
rangements made for the purpose of facilitating international 
trade and finance. 

BALANCE OF INTERNATIONAL PAYMENTS 

Nature. The balance of international payments of a coun¬ 
try is a statistical statement of all commercial and financial 
transactions carried on between the citizens and government 
of that country and all other countries during one calendar year. 
It is a summary account of all selling transactions of a country 
abroad (credits) and of all buying transactions (debits) which 
indicates the changing economic position of a country in the 
world economy. The balance of international payments of the 

United States is prepared annually by the Department of Com¬ 
merce. 

The balance of international payments includes not only 
payments made or received for the purchase or sale of goods 
(the so-called “visible” items) but also payments made or pe¬ 
sos 
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ceived for such things as tourist and shipping services (the 
so-called “invisible” items). In addition, capital transactions— 
that is, international lending and borrowing—are shown as 
well as interest and dividend payments and gold movements. 
The total amount of selling (credits) is always theoretically 
ecpial to the total buying (debits)—that is, the sale of securities 
and short-term notes abroad (borrowing) and the sale of gold 
arc temporary offsetting credits to any commodity and service 
buying in excess of selling. 

Frequently, references arc made to such items as American 
exports, French imports, and British borrowing. The refer¬ 
ences seem to suggest that the government or a country, in a 
collective sense, is conducting foreign trade. These convenient 
alibreviations should not obscure the fact that in most cases 
individuals arc buying and selling and borrowing and lending. 
The figures that appear in balances of international payments 
represent the sum totals of thousands of individual transactions 
plus some government transactions. This is still true today 
in spite of the fact that in one country, the Soviet Union, the 
government has a complete monopoly of foreign economic re¬ 
lations and that in many others, including the United States, 
governments have on an increasing scale been engaging in 
buying and selling and lending and borrowing. 

The notation should also be made that the oft-heard ex¬ 
pression “balance of trade” has no practical significance. The 
physical merchandise trade of a country cannot be separated 
from its other “invisible” transactions any more than a family’s 
expenditure on food and clothing can be considered without 
also taking into account money spent on movies, doctor’s bills, 
and streetcar fares. What is important in both cases is the 
total volume of payments received and made. Many countries 
(e.g., Britain) regularly import more commodities than they 
export while others (e.g., the U. S.) export more than they 
import. The former situation is sometimes referred to as an 
“unfavorable” balance of trade and the latter as a “favorable 
balance. These expressions are derived from 18th-century 
mercantilist thought when the importance of service transac¬ 
tions and other invisible items was underestimated, there is 
not necessarily anything favorable or unfavorable about the 

situations described. 
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Principal Items. Tlic items appearing in a typical balance 
of payments may be grouped under three headings. 

Current Transactions. These include merchandise 
trade, shipping services, travel expenditures, personal remit¬ 
tances and charity, and interest and dividends on foreign invest¬ 
ments. Whether a debit or a credit balance will appear for 
these items depends on the situation of the country under con¬ 
sideration, Thus the United States normally has a credit bal¬ 
ance of merchandise trade (i.e., sells more goods to foreigners 
than we buy from them) but a debit balance as far as shipjiing 
services are concerned (i.e., we pay more out to foreign ship¬ 
owners for the use of their ships than foreigners pay us for 
the use of American ships). Britain on the other hand nor- 
majly has a debit balance in her merchandise trade and a credit 
balance for shipping services. 

Capital Transactions. These are the long-term and 
short-term capital movements in and out of a country. It might 
e noted here that it is possible for a country to be a creditor 

on long-term account and a debtor on short-term account at 
one and the same time. 

Gold Movements. Although gold has value as a com- 
nio ity it has special significance as an international medium 
ot exchange and is therefore treated separately in balances of 
m ernational payments. Gold is at times an important “balanc¬ 
ing Item and is shipped from one country to another to make 
P a deficit existing between receipts and payments. This was 

^ue m the 1930’s when the United States received large quan¬ 
tities of gold. * 


^ study of a country’s balance of payment 
veinn about its economic status and de 

comm!!^v. • instance, a country with a large excess o; 
on loner over exports and a heavy credit balanct 

maturf 17^ account (e.g., Iran) is likely to be an im 

foremen undeveloped country that is borrowing 

ment. A rn ** finance imports of capital equip 

imports and'^^-tL excess of commodity exports ovei 

A ^ interest and divi- 

try that has developed its resources with the aid of foreigr 
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capital and is now in the process of paying off its debts by 
means of an excess of exports of commodities. A country with 
an excess of exports over imports and with a large debit balance 
on long-term capital account (e.g., U. S.) is an immature credi¬ 
tor, a country which is providing foreigners with capital which 
they are using to buy the lender’s goods. Finally, a country 
with an excess of imports over exports and a credit balance 
for interest and dividends (e.g., Britain before 1939) is a 
mature creditor, a highly developed country living partly on 
the proceeds of its foreign investments which it uses to pay for 
a large part of its imports. Trends in the balance of payments 
of different countries provide the necessary statistical informa¬ 
tion for the formulation of international policy. 


NATURE OF INTERNATIONAL TRADE 

Development of International Trade Theory. 

Mercantilism. In the 17th and 18th centuries the de¬ 
sirability of a country exporting more goods than it imported 
was stressed by many businessmen and economists. They 
thought that this would result in an influx of gold and silver 
which would strengthen the nation. Government regulation o 
trade was designed to achieve such a favorable balance and 
took the form of encouraging domestic industry by means o 
subsidies and tariffs and controlling imports. These ideas, 
which overemphasized the significance of money and 
the effect of an influx of gold on the price leve and thus 
eventually on the export trade, comprised the philosophy ot 


Classical Theory. The classical theory of in^rnationa 

trade was expounded in its early form by 
Adam Smith in the late 18th century, developed m the 19 h 
century by David Ricardo, Nassau Senior, John Stuart Mi ^ 
and others, and reformulated in its most *°Ph'=tica ed m d 
form in the 20th century by Frank W. Taussig. Abhoug 
theory is no longer generally accepted as an ‘‘deqt ate p 
tion of international trade, it did emphasize correctly Jt.nda 
mental advantages of specialization and freedom of trade in a 


peaceful and stable world economy. 

According to the classical theory, 
their real incomes if they specialize in 


countries will maximize 
the production of those 
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commodities which they are best fitted to produce and exchange 
them against the products of other countries. \Vhat each coun¬ 
try will produce depends on the real costs of production (meas¬ 
ured in terms of labor time) of the commodities concerned. 
Trade will take place not only when an absolute difference in 
real costs exists (e.g., when Brazil can produce coffee more 
cheaply than in the U. S., and the U. S. produce automobiles 
more cheaply than Brazil) but also when a comparative dif¬ 
ference in costs exists (e.g., when the U. S. can produce two 
commodities; X and Y, more cheaply than Brazil but has a 
greater advantage in the production of X than of Y; the U. S. 
will then specialize in X in which her advantage is compara¬ 
tively greater, leaving Brazil to specialize in Y in which her 
disadvantage is less). The trade possibilities between two na¬ 
tions are stated in the form of a barter comparison of the ratios 
of real costs (in terms of labor time) of each country which 
establishes a range within which trade may take place. (If the 
same labor time in the U. S. produces 20 units of X and Y: 
m Brazil, 10 units of X and 15 of Y, then a U. S. export of 10 
units of X which exchanged for more than 10 but less than 15 
units of Y from Brazil would be a gain for both countries.) 

he terms of trade (the actual trading ratio between the two 
commodities) and thus the gains to be derived by each country 
epend on the strength of the demand of each country for the 
other s product. Money was introduced into the classical theory 
rough the medium of the specie-flow, price-level mechanism 
un er wuch gold would flow from a country w-hich was im- 
porting heavily, thus reducing its price level, and into a coun- 
ry which was exporting heavily, raising its price level. These 
anges in the price level were assumed to make money costs 
nd prices reflect the differences in labor time costs and to 
ring about changes in the demand for goods that w'ould result 

le restoration of equilibrium in international payments for 
a country. 

is Chssical Theory. Tile classical theory 

barterpH assumptions. Goods and services are not 

two wuntries or 

~st To^ d'ffi'tilt. It rests on the labor 

e^rnoSn j been discarded from modern 

alysis—that is, on the belief that price relation- 
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ships can be determined by comparing the amount of real labor 
effort embodied in each product. Taussig’s attempts to intro¬ 
duce capital costs into the analysis were not successful. The 
classical theory also assumes that the factors of production are 
perfectly mobile within a country but immobile between them, 
which is not true. In addition, it assumes free competition, the 
validity of the quantity theory of money, and the existence of 
the semi-automatic gold standard. 


Interregional and International Trade. The modern 
theory of international trade is based largely on the theories 
of the Swedish economist, Bertil Ohlin, who holds that inter¬ 
national trade is only a special case of interregional trade be¬ 
tween different parts of one country, its special characteristics 
resulting from the existence of political borders, tariffs, dif¬ 
ferent monetary systems, and so on. 

According to Ohlin, different geographical regions (whether 
in the same country or different ones) are differently endowed 
with the factors of production. If each region concentrates on 
the production of those things requiring a large proportion of 
the factors which are relatively abundant in it, then trade can 
take jilace to the mutual benefit of all. Thus, China \\ould 
concentrate on products requiring much labor, which Is rela¬ 
tively abundant, and little capital, which is scarce. Belgium, 
however, would concentrate on goods requiring much capital 
equipment and relatively little labor. Money costs per unit of 
output would be kept to a minimum in this way and intep 
national trade would take place on the basis of the price dif¬ 
ferences which result. Thus the United States can produce 
automobiles cheaply because of the abundance of capital and 
skilled labor, and Brazil can produce coffee cheaply because 
of the abundance of unskilled labor and the right climate and 

soil. Trade between the two on the basis of ' 

fercnce in money costs is the same as between North Dakota 
and Florida with regard to wheat and oranges. The economic 
reason for trade is the same; the difference lies in the special 

factors arising out of the existence f, 

Specialization (i.e.. greater use of the relatively more 
and hence cheaper factors) and international trade permit a more 
economical use of the world’s erratically located human and 
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natural resources and a maximization of real income for all. 
In this sense, international trade theory is no different from 
domestic price theory which has been discussed in previous 
chapters. 


Real Differences between International and Domestic 
Trade. The differences between international and domestic 
trade are several. 

Factorial Mobility. While the factors of production arc 

not completely mobile within countries and are not completely 

immobile between them, nevertheless there is a degree of 

difference. Within a country labor is fairly mobile with the 

result that there is migration from low-wage to high-wage 

areas. Immigration restrictions prevent labor from moving 

freely between countries, however, and hence marginal labor 

productivity and wage rates differ between countries. Since 

labor is highly organized in some places and unorganized in 

o^ers, wages may temporarily be held out of line with mar- 

^nal productivity (e.g., in Japan before World War II). 

Under these conditions low money wages may for a time assist 

one country to compete abroad, whereas high money wages may 

inder another. Although labor cannot move from the low to 

the high wage areas, international trade in the long run will 

correct such discrepancies because exports are encouraged from 

e country with a depressed wage level causing an increased 

emand for labor in it and thus higher wages. In most cases, 

owever, the differences in money wages reveal little with re- 

to competition since high money wages are usually the 

resu t of high productivity and consequently unit costs may be 

ui e ow. Capital is still much more mobile within countries 
tnan between them. 


Artificial Barriers. One of the principal differences be¬ 
tween international and domestic trade is that in the case of 

have erected artificial barriers which 
the free flow of goods and services. The 

amonp the f States prohibits trade barriers 

only tariff. states but among nations there are not 

hitrarv admin^^J* '"censing systems, embargoes, ar- 

free fcw^i A obstacles to the 

“ flow of goods. These obstacles frequently explain why 
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certain commodities are not traded internationally or only in 
small quantities. 

Monetary Differences. International trade differs from 
domestic trade in that different countries use different cur¬ 
rencies. The problem of the rate of exchange between the two 
is thus introduced. More important than the different curren¬ 
cies, however, is the existence of different monetary authorities 
and banking systems, each pursuing different policies with re¬ 
gard to price levels, volume of credit, and employment. The 
fact that France, Switzerland, and Belgium all use the franc 
does not prevent these currencies from having different values 
in each of the three countries. 

Other Differences. Differences in language, govern¬ 
ment regulations, trading customs, and laws, etc., distinguish 
international from domestic trade. Also political factors are 
often important, traders sometimes running a greater risk in 
operating under another government’s jurisdiction than under 
their own. Transportation costs in international trade are 
sometimes greater than in domestic trade, and hence, certain 
types of industries are usually local. 


The Importance of International Trade to the U. S. 
The importance of international trade to the United States is 
often overlooked. Although imports comprise a smaller per¬ 
centage of national consumption and exports a smaller propor¬ 
tion of national production in the United States than in many 
other countries, nevertheless qualitatively (i.e., for particular 
products) international trade is extremely important. 

Exports. The prosperity of American agriculture and o 
many American industries depends to a large degree on foreign 
markets. Normally 30 per cent of American production ot to 
bacco. 28 per cent of cotton, 11 per cent of wheat. 22 per 

of office machincr 3 '. 17 per cent of farm 

per cent of automobiles and trucks, to mention only a few a 

sold abroad. A loss of foreign markets would ^ 

employment and reduced incomes m the “ng 

then depression in many domestic mdustr.es ^e pj^rcha ng 
power of the affected persons declines. An A ^^ama cotton 

grower, deprived of his British market, has !«= 
spend on Texas grapefruit or on a suit made in 
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A substantial export trade is essential if the U. S. is to enjoy 
full employment and a high level of national income. 

Imports. Many products must be imported into the U. S. 
from abroad because they cannot be produced at all within the 
country. These include tin, nickel, coffee, and bananas. Other 
products must be imported because insufficient quantities are 
produced at home to satisfy domestic needs—for example, 
wool, sugar, newsprint, and bauxite (for aluminum). Many 
of the natural resources are being depleted at a rather rapid 
rate and for this reason it may be necessary to import in¬ 
creasing quantities of such things as petroleum, copper, and 
lumber in the future. Finally, the U. S. imports many com¬ 
modities which can be obtained more cheaply abroad than at 
home. This is true in cases where foreign costs of production 
are lower because of superior quality or location of natural 
resources, because of a more efficient labor supply, or because of 
greater abundance or suitability of certain kinds of capital 
equipment. In such cases the U. S. benefits by importing be¬ 
cause the consumer pays the lower price while American labor, 
capital, and raw materials, which might otherwise be used in 
inefficient production of the goods imported, are released for 
employment in more efficient industries. Moreover, trade is a 
two-way proposition. If the U. S. does not buy foreign goods, 
then foreigners will be unable to buy from the United States 
except with special assistance. 


FOREIGN EXCHANGE RATES 

Nature and Significance. Since countries use different 
currencies, any economic transaction requiring payments among 
them necessarily involves exchanging one into the other at 
the ruling price or rate of exchange, ft is important that the 
rates of exchange remain fairly stable; otherwise, trade and 
investment are discouraged by the possibility of losses incurred 
through changes m the rates. For example, if an American 
buys £1,000 worth of goods from a British exporter on six 
months credit when the rate of exchange is $4.86 = f 1 he mav 

the debt. But, If th^e rate of exchange should move to $5 = £1 
the American might find at the end of the six months n ’ 
actually had to pay $5,000 to obtain his £1,000. Since Ihe eS 
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change rate in part reflects the price levels of the various coun¬ 
tries and since these are determined largely by domestic mone¬ 
tary policies, exchange rate stability is difficult to achieve. In 
order to maintain the value or purchasing power of a currency 
and its exchange rate, a deflationary money and credit policy 
may be required in a given country. Lower domestic prices 
tend to check imports and to expand exports which prevents an 
e.xcess of demand for foreign currencies from depreciating the 
domestic currency. The deflationary policy, however, may ag¬ 
gravate domestic unemployment and may not be followed. 
Numerous organizational arrangements have been developed 
to achieve stability of exchange rates with varying success. 

The Mechanism of Exchange. Foreign exchange deal¬ 
ings are merely one phase of banking. Exporters, for example, 
usually do not attempt to collect directly from foreign cus¬ 
tomers the money which they owe for shipments because tlie 
transaction can be more cheaply and conveniently arranged 
through banks. The exporter sells for domestic currency or 
bank deposits his claim (represented by a bill of exchange or 
draft) against a foreign customer to a domestic bank which 
specializes in foreign exchange. The domestic bank sends the 
draft for collection to a foreign bank which acts as its agent, 
and the amount of the collected claim is credited by the foreign 
bank to the account of the domestic bank. The domestic bank as 
a result has foreign currency or bank deposits for sale which 
importers buy in the form of drafts from tlie domestic bank to 
settle their debts abroad. The bank acts as a middleman and 
clearing house for international trade transactions. Ordinarily 
it attempts to buy and sell the same quantity of drafts in o^er 
to maintain its usual balances in different forei^ centers. The 
bank makes a profit (or commission) by buying drafts at a 
lower rate than it sells. Because of Britain’s important position 
in international trade, London banks and bill brokers have ac¬ 
cumulated experience and facilities for dealing in 
change. Consequently, many transactions between individuals 
in other countries were settled in terms of pound drafts before 

World War II. . , , i u 

The rate of exchange or the price at which banks buy a 

sell claims (drafts) to foreign currency and bank deposits de- 
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pends upon the present and prospective supply of and demand 
for claims. There is no organized exchange market; each bank 
quotes its own rates. There are, moreover, various types of 
drafts and methods used in settling international transactions. 
Bankers pay more for drafts of short maturity (payable on 
sight or thirty-day bills) and good security (bills drawn against 
well-known merchants or banks) than for long-term bills (pay¬ 
able in sixty or ninety days) or doubtful security. Doubtful 
bills are usually not purchased, but are taken by the banks for 
collection on a commission basis. The rate of exchange, then, 
for any currency usually refers to the price at which bankers 
are buying and selling cable transfers (bankers’ checks trans¬ 
mitted by cable) or sight bills of good security, very little in¬ 
terest or risk being involved in the transaction. The complex 
factors which determine the supply of and the demand for 

foreign exchange, and hence, the rate of exchange, vary with 
monetary conditions. 


Exchange Rates under the Gold Standard. 

Mint Par of Exchange and Gold Points. The inter¬ 
national pid standard, as it operated prior to 1914 and in a 
more limited way from 1925 to 1931. was the most successful 
system yet devised for maintaining exchange stability. Under 
It each of the major countries fixed the value of its monetary 
unit m terms of gold, permitted free convertibility of the cur- 
rency into gold and allowed freedom of export and import of 
the precious metal Since currencies were convertible into a 
pecified amount of gold, a fixed ratio was established between 
them known as the mint par of exchange. For examnle the 
pound was officially equal to 113.0016 grains of fine gold’and 
dollar to 23.22 grains. Therefore, $4.86 was equfl to £ 1 
Any American selling transaction with foreigners (cxportin<^ 
of goods or services, sale of securities, etc.) in terms of BrUUh 

Amerp-:^. 
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several months, the price of British money remained below par, 
but not much below $4.85 (lower gold point or gold import 
point). At this price American bankers found it more profitable 
to convert their balances in British banks into gold and to ship 
the gold home than to sell drafts against them to American 
importers. (The cost of shipping gold, i.e., packing, freight, 
insurance, and ititerest loss, between Britain and the United 
States was about one-half of one per cent of the value of the 
gold.) If the volume of buying greatly exceeded the volume 
of selling for several months, the price of British money rose 
above par, but not much above $4.89 (upper gold point or gold 
export point). At this price American bankers found it more 
profitable to build up their balances in British banks by shipping 
gold abroad, than to acquire balances by buying drafts from 
American exporters. The net result of this situation was that 
the exchange rate could not fluctuate more than a few cents 
above or below the mint par without eventually setting in 


motion a gold flow. 

Gold Shipments and Exchange Rate Readjustment. 
These gold shipments were made almost exclusively by banks. 
The shipments were in large amounts—that is, the banks did 
not use this method of increasing or decreasing their balances 
abroad until the difference between the supply and demand for 
bills of exchange was more than sufficient to cover the cost o 
shipment. In other words, the banks postponed gold shipments 
until the supply and demand trends for bills of exchange e 
nitcly made gold shipments the most profitable way to increase 
or decrease balances abroad. Several factors were importan i 
the postponement of gold movements. If in the a 
American buying transactions exceeded selling transaction , 
demand for pound drafts from American banks raised t 
rate of exchange on Britain. The slightly higher 
tended to check American buying from abroad 
port price of some products would be increased enough to make 

it unprofitable. American selling, especia y j 

couraged If the excessive buying movement 

e^hange rate might be forced slightly higher ^ 

balances abroad would be depleted and, if "borrowed 

ivas expected to end in a few months, American banks borro 

short-term funds from foreign banks and continued to sell dra 
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rather than to export gold. The increased utilization of the 
American banks’ credit facilities might increase interest rates 
slightly. Higher interest rates would encourage Americans to 
sell fixed income securities, such as bonds, to foreigners which 
would increase American bank balances abroad. Higher interest 
rates also encouraged American agents of foreign banks to 
offer pound drafts for sale in order to obtain dollars for short¬ 
term loans to Americans which increased the supply of pound 
exchange, and hence, checked its rise in price. These factors 
might prevent the exchange rate from reaching the gold export 
point for several months, or until the buying movement re¬ 
ceded enough to make gold exports unnecessary. 


Exchange Rates under a Paper Standard. 

Supply and Demand. Under paper standard conditions 
rates of exchange can vary greatly. Since there is no con¬ 
vertibility, nor freedom of export and import of gold usually, 
there is no mechanism to keep the rates near a mint par. The 
supply of and demand for foreign currencies which develop 
from buying and selling transactions will determine largely 
the rate of exchange from day to day. The rates will also be 
affected by speculative buying and selling of exchange. Between 
1932 and 1934, for example, the pound-dollar rate ranged from 
a low of $3.20 = £1 to a high of $5.05 = £1. During the 1930’s 
these fluctuations in exchange rates were accentuated by day-to- 
day movements of “hot money”—that is. short-term funds mov¬ 
ing from one financial center to another seeking security Ex¬ 
treme movements in the exchange rate in time usually tend *to 
correct themselves. If the volume of American buying of pound 
drafts should be steadily maintained in excess of the supply of 
them, the pound would become so much more expensive in terms 
of the dollar that American buying would be discouraged At 
tbe same time British demand for American exports and dollars 
would be encouraged, thus contributing towards a readiust 

“t^hange rate. During the 1930’s many countries 

deliberately depreciated their currencies in order to stimulate 
their export trade. stimulate 

Purchasing Power Parity Thforv « 

have claimed that under paper standard condron^^^^^^^^ 
exchange exists which is the ratio behveen the internal pumhas- 
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iiig power of different currencies. It is calculated from index 
numbers of price levels of different countries. Changes in 
prices, or the value of money, affect trade and exchange rates 
between countries. If the dollar (paper standard conditions) 
buys more commodities when exchanged for pound drafts and 
used to buy British goods than when spent at home, buying 
abroad is stimulated. The buying transactions tend to raise the 
price of British money until a kind of parity with American 
money is reached. Stated differently, if an inflation scheme in 
Britain suddenly doubled British prices, the price of pound drafts 
for sale by American banks would tend to fall one-half in terms 
of American dollars. The par, however, is temporary and 
changes with every alteration of internal or external trade con¬ 
ditions. Any par statistically calculated for a given time and 
country is likely to deviate widely from actual exchange rates. 
Consequently, any attempt to calculate a normal purchasing 
par for a paper standard currency to determine if it is over¬ 
valued or undervalued as compared with actual exchange rates 
is misleading. 


4 

Government Control of Kxchange Rates. The unsatis¬ 
factory experience of many nations with widely fluctuating rates 
of exchange under uncontrolled paper standard conditions after 
World War I and until the middle 1920’s was the basis later 
for experiments in controlled currencies. In the 1930’s to check 
deflation and to improve employment, all countries abandoned, 
or modified, the gold standard. Nearly all governments, how¬ 
ever, resorted to direct or indirect controls over foreign ex¬ 
change transactions. Many countries resorted to direct ex¬ 
change control in order to prevent an official depreciation ot 
the currency in terms of foreign currencies. Others resorted 
to indirect controls to prevent dislocation of the exchanges y 
speculative movements of short-term funds. 


Direct Exchange Control. Germany was the most im¬ 
portant country to impose exchange control in the 193 
government enforced a complete monopoly of 
ing in the foreign exchange market. German “porters 
forced to sell to German banks at an arbitrarily fixed rate any 

foreign exchange acquired by them. German irnporters had 
to obtain a permit before foreign exchange could be purchased 
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from German banks, which thus gave the government complete 
power to determine the nature, origin, and quantity of imports. 
As time went on, exchange control was used by the government 
as a weapon of aggressive trade policy, and numerous exchange 
rates were established depending on the nature of the transac¬ 
tion. Foreign tourists wishing to visit Germany were permitted 
to buy marks more cheaply than were some of the would-he 
purchasers of certain German goods. This represented in effect 
a limited and controlled devaluation of the mark. 


♦ The results of exchange control were thoroughly unde¬ 
sirable. Countries selling goods to Germany were paid in 
“blocked marks” that could only be spent in Germany. As a 
result, Germany’s creditors were often forced to buy goods 
from her that might have been obtained more cheaply else¬ 
where. This meant that to an increasing degree exports and 
imports between pairs of countries exercising exchange control 
tended to move towards a balaJice which meant a decline in 


normal multilateral trade. Foreign investment virtually ceased 
since capital was not permitted to leave a country which ex¬ 
ercised exchange control, whereas foreign investors were usually 
unable to withdraw interest and dividend payments. Govern¬ 
ments gained more and more control over all international 
transactions, and trade was distorted into uneconomic chan¬ 
nels. Stability of exchange rates was achieved, but only on a 
basis of reduced trade and higher costs. 

Not every country exercised exchange control as rigidly as 
Germany. iVIany South American countries had very simple 
forms of control which merely involved the rationing of scarce 
foreign exchange according to the greatest need. Denmark's 
control was designed only to prevent flights of capital. With 

the outbreak of World War II all the major countries adopted 
direct exchange control as a war measure. 

Exchange Stabilization Funds. Some governments 
sought to end the fluctuating e.xchange rates of the thirties by 
less drastic measures. Britain established an Exchange Equal¬ 
ization Account (£375,000,000) in 1932 and the Unifed sltes 
an Exchange Stabilization Fund ($2,000,000,000) in 1934 

both of which engaged in the buying and selling of foreign ex- 
change m the open market for the purpose of offsetting any 
abnormal activity. For instance, if there was heavy buying of 
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dollars in Britain which threatened to change the exchange rate, 
the British fund would sell dollars and if necessary borrow dol¬ 
lars from the American fund. In this way the effects of specu¬ 
lation and the movement of “hot money” could be offset. The 
huge government funds could easily dominate the market. Un¬ 
der the Tripartite Monetary Agreement of 1936, the British, 
French, and American stabilization funds were to be used in 
co-ordination to keep the exchange rates stable. This was 
temporarily successful but came to an end with the outbreak of 
war in 1939. 


International Monetary Fund. A major problem still 
confronting tlie nations of the world is how to maintain stable 
exchange rates and at the same time avoid both the evils of ex¬ 
change control and the rigidities of the old gold standard under 
which nations were often forced into painful deflation and un¬ 
employment in their attempts to preserve exchange stability. 
The International Monetary Fund, established at the Bretton 
Woods Conference in 1944, represents the postwar attempt of 


the United Nations to solve this problem. 

Purposes. The International Monetary Fund is intended to 
promote international monetary co-operation, eliminate ex¬ 
change control, bring about stability of exchange rates, and 
l)rovide a method for their orderly change if it is agreed that 

conditions warrant such a change. ^ 

Structure and Functioning. The Fund consists ot 

$8 800.000.000 contributed by the forty-five member countries 
approximately 25 per cent of each member's quota being m gold 
and 75 per cent in its own currency. The U. S. quota is $2,750.- 
000.000. Voting power is allocated according to the size ot 
country's quota. Each country has fixed the value of i s cur¬ 
rency in terms of gold or the U. S. dollar, thus establish., g 

a series of rates of exchange which cannot be 

than 10 per cent without the permission of the Fund If th 

I^^und fittds, however, that a particular exchange rate does^not 

reflect the fundamental cost-price sitiiation m a count y 

can permit an orderly revaluation The purpose ° 

is to permit limited flexibility and yet to f „ 

competitive depreciation which took place before Wor d War 
Any nation which is temporarily embarrassed by a shortag 
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any foreign currency may obtain that currency from the Fund 
in return for depositing an equal amount of its own currency. 
Thus one of the principal weaknesses of the gold standard is 
avoided—namely, that any country suffering from a shortage 
of foreign exchange inevitably lost gold and had to endure 
a painful deflation to bring about readjustment. The Fund 
will not support an exchange rate indefinitely in face of a funda¬ 
mental disequilibrium, but it will provide the equivalent of a 
short-term loan to tide the country in question over a difficult 
period and give it time to solve its own problems. No interest 
rate is charged for the first three months; after that it rises 
steadily and the Fund can deny use of its resources to any 
member abusing its privileges. A parallel may be drawn with 
the Federal Reserve System in the United States where the 
Federal Reserve Banks will mobilize resources in support of a 
member bank that may be temporarily low on reserves instead 
of leaving each individual bai>k to face its difficulties alone. 

Exchange control and multiple exchange rates are forbidden 
with two exceptions, although a transitional period is permitted 
during which members must be prepared for the abandonment 
of wartime restrictions. The two exceptions are that a member 
may impose restrictions on capital transfers (but not on cur¬ 
rent transactions) to prevent its flight abroad and on trans¬ 
actions in a currency officially declared “scarce” by the Fund. 

Evaluation. The Fund is not designed to take care of the 
abnormal postwar situation with its shortage of dollars. It is 
designed to take care of short-run, day-to-day exchange fluctua¬ 
tions in normal times and does not seek to prevent long-run 
changes in the structure of domestic economies or international 
trade. Its success will depend partly on whether certain other 
objectives are achieved—particularly the lowering of trade bar¬ 
riers, the reconstruction of international investment, the main¬ 
tenance of a high level of employment, and the establishment 
of greater economic and political stability in the world. 


INTERNATIONAL INVESTMENT 

Long-term Investment. The flow of capital funds from 
highly-developed countries into less well-developed areas is a 
normal and desirable process. The investment enables the bor¬ 
rower to develop resources and raise living standards while the 
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lender benefits not only from the interest and dividends received 
but also from the expanded markets for goods which result 
from the increase in the borrower’s purchasing power. Thus 
British capital before World War I helped to develop the re¬ 
sources of the United States, Canada, Argentina, and other 
countries, whereas today American capital is aiding in the de¬ 
velopment of Mexico, India, Brazil, and other areas. A healthy 
flow of capital between nations stimulates production and trade 
to the benefit of all. 

Before World War I political and social conditions were 
relatively stable; the gold standard functioned smoothly provid¬ 
ing a mechanism of exchange: barriers to trade were relatively 
low; in short, conditions were favorable to the free flow of in¬ 
vestment funds and interest and dividend payments. After 
World War I and until 1929, foreign investment was renewed, 
particularly by the United States which poured billions of dol¬ 
lars into the rest of tlie world. -Unfortunately, much of this 
lending was speculative in nature and only succeeded in con¬ 
cealing the fundamental weaknesses which had developed in 
the world economy as a result of the war. With the onslaught 
of the depression in 1929. American lending stopped, the gold 
standard broke down, the barriers to world trade were raised, 
and social unrest and political tension increased, culminating 
in war again in 1939. Conditions in the 1930’s were not favor¬ 
able to international investment which practically ceased, excep 
for political loans by governments, with the result that some 
countries’ development was retarded for lack of capital while 
others had idle funds that could not find employment. One ot 
the major problems now confronting the world is how to revive 

international investment. 


American Foreign Lending. tt ^ 

Before W'ored War II. Before World War I, the United 

States was a net debtor nation to the extent of ? 

a half billion dollars. In 1919, as a result of 
lending accompanied by a liquidation of foreign assets m h^ 
country, the U. S. became the world’s greatest j^/^d.tor 
By 1930, when long-term investment 

United States was a net creditor to the extent of ten bullion 
dollars (excluding war loans). These rapid change 
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investment position of the country necessitated changes in vari¬ 
ous items in the balance of international payments. If a creditor 
nation is to receive payment of interest and dividends and 
eventually repa^'ment of principal, it must be prepared to ac¬ 
cept a larger volume of imports. This the United States 
was unwilling to do as evidenced by the three successive in¬ 
creases in the tariff between 1921 and 1930. Consequently, 
many debtors eventually defaulted. In addition, the American 
banking syndicates which floated foreign security issues were 
often more interested in making large commissions than in 
promoting sound investment. They stressed the physical pro¬ 
ductivity of the investment without mentioning the difficulties 
many countries were likely to encounter in transferring inter¬ 
est payments to the lenders. The general outcome was rather 
liberal profits for banking syndicates but heavy losses for 
thousands of American investors. During the 1930’s the 
market for foreign securities in the United States was stagnant. 

Postwar iNVESXifENT Problems. The end of World War 
ir found Europe economically prostrate and only the United 
States capable of furnishing the capital for reconstruction. 
Billions of dollars have been poured out in financial aid by the 
United States since the end of the war both directly (Export- 
Import Bank loans, the $3,375,000,000 loan to Britain in 1946, 
etc.) and indirectly by means of contributions to such inter¬ 
national organizations as the World Bank, the International 
Monetary Fund, etc. Even greater outlays may be made under 
the so-called Truman Doctrine and the Marshall Plan. While 
funds are certainly needed for reconstruction and development 
postwar investment by the U, S, will probably be wasted unless 
(a) It is used productively in a co-ordinated European recon¬ 
struction plan, (b) the barriers to world trade are lowered, and 
(c) some element of political and social stability is maintained 


Reconstruction and Develop- 

Kr i7a ^ '"stitution (known also as the World Bank) was 
established at the Bretton Woods Conference in 1944 and 
star ed operating in 1946. Its purpose is to bring abotra re 
vival of international investment in order to facUitate the re 
construction of war-ruined countries and the development of 
retarded tliough potentially rich areas. ^ 
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Structure of the World Bank. At present the World 
Bank has forty-tour members and a capital of nearly $8,000,- 
000.000 of which the United States has contributed $3,175,- 
000,000. Only 10 per cent of the capital has been called up so 
far (2 per cent in gold. 8 per cent in currency of member 
country) with the members liable for another 10 per cent at any 
time and the remaining 80 per cent to be called only in case 
the Bank lias to honor its guarantees of private loans. Voting 
power in the Bank is related to the size of the quota. 

Functioning. The World Bank will carry out three basic 
operations. 

1) The Bank will guarantee private investments made in 
foreign security issues. It will do this only after careful in¬ 
vestigation of the purposes to which the loan is to be put and 
only after the government of the borrowing country has added 
its guarantee. The hope is that the Bank’s power and prestige 
will be such that a guarantee will automatically ensure success 
of the loan. In this way the Bank will be able to introduce an 
element of stability into international investment, encouraging 
sound productive loans and preventing bad ones. The Bank 
mav not guarantee loans in excess of an amount equal to its 
capital so that it can always meet its obligations. Its main pur¬ 
pose is to encourage sound private investment, not supplant it 


with government lending. ^ • i • 

2) The ]'>ank will make loans itself out of its capital in 

cases where investment may be desirable, yet where it is not 

possible to raise the money in the private capital 

Bank’s first loan in May. 1947, was of this nature—$-5a- 

000.000 to France. _ . . 

3) The I^ank will sell its own securities to the investi g 
public and lend the proceeds to deserving borrowers, thus act¬ 
ing as an intermediary between borrower and lender and as . 
medium for the assembly of small savings 
international lending. The Bank’s first bond ' 

States ($250,000,000) was successfully floated m Jul>, • 
evaluation. The World Bank can contribute ^ 

towards the alleviation of the great dollar shortage at 
ent time. It may also promote sound investment 
duce speculation and unwise lending Its success, > ^ 

depend on the realization by all nations that the loans will 
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sound only if the goods which are produced as a result of the 
investments are able to move between countries with relative 
freedom. 

Short-term Funds. Under the gold standard, sliort-term 
capital (liquid assets including bank balances and easily mar¬ 
ketable securities) was an equilibrating force in international 
economic relations. A country losing gold because of heavy 
buying of foreign currency in the foreign exchange market 
would raise its discount rate. The consequent rise in interest 
rates would attract short-term capital from abroad and this de¬ 
mand for domestic currency would help offset the original dis¬ 
equilibrium and reduce or stop the export of gold. 

In the 1930’s, however, short-term funds increased in 
volume tremendously (as long-term investment declined, people 
held their assets in more liquid form) and proved to be a most 
disturbing factor in the foreign exchange market. They moved 
from one financial center to another seeking security rather than 
a high interest rate. A change of government, a political rumor, 
not to mention civil wars and revolutions, were enough to cause 
an abnormal demand for the dollar in particular as Europeans 
sought to remove their short-term funds to a place of safety 
in America. Between 1934 and 1939 no less.than $3,895,- 
000,000 of this so-called “hot money” sought refuge in the 
United States. Its transfer was largely accomplished by gold 
shipments to the United States. One of the principal reasons 
for the establishment of the stabilization funds was to prevent 
d^location of exchange rates by movements of “hot money.” 

Hot money” will be less of a problem in the future if its 
volume is reduced by an expansion of long-term investment 
and if the establishment of stable political and social condi¬ 
tions m the different countries enables higher interest rates to 
replace the desire for security as the motivating force in their 


DYNAMIC CHANGE AND ADJUSTMENT IN INTER¬ 
NATIONAL TRADE AND FINANCE 

EquUibrium and Dynamic Change. The modern theory 
of international trade, like that of domestic price, revolves 
around the concept of equilibrium, which may be thought of as 
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a sort of norm toward the establishment of which economic 
forces are constantly working. The balance of payments of a 
nation may be said to be in equilibrium when the visible and 
invisible items and long-term capital items on the debit side 
cancel out or are e(jual to the same items on the credit side. In 
this situation there is no need for the movement either of gold 
or short-term cai)ital since these are essentially adjustment 
items, and. when ecpiilibrium exists, no adjustment is necessary. 

Actually, however, the world economy is one of dynamic 
change, and new disturbing factors are constantly appearing 
to upset this equilibrium. Before the effect of one disturbing 
factor has been worked out and equilibrium has been restored, 
another disturbing factor has put in its appearance; conse¬ 
quently, long-run eciuilibrium is an ideal which could only be 
reached in a static world. The disturbing dynamic factors in¬ 
clude changes in the nature of the demand for goods brought 
about bv changes in population, custom, fashion, and tastes, 
changes in production costs brought about by new inventions 
and discovery of new natural resources; changes in transpor¬ 
tation costs which enable new goods to enter international^ trade 
(e.g., the development of the steamship and railroads in the 
19th century) ; and cyclical fluctuations in the level of pros¬ 
perity in important countries affecting incomes and the demand 
for goods. All these dynamic factors affect important items in 
the balance of pavments causing a disturbance in thyireviously 
stable relationships and necessitating readjustment. The mecha¬ 
nisms. through which these readjustments take’place, are an 
important part of international trade and finance. 


Readjustment under the Gold Standard. The way in 

which readjustment will take place after the ® 

disturbing new dynamic factor into the situation depends partly 
on the type of monetary system ..sc<I. Under the go'^^tandard, 
if the disturbance is mild (e.g., a temporary increase “C 

mand for foreign wheat by a countrOiecause of “,P 
failure), then readjustment may be effected quite simply 
; flow of short-term funds to the importing “untry rom 
abroad which would provide it with the necessary forejn ex^ 
diaiige. The short-term funds could he attracted b> ra » 
discount rate, uhich would avoid gold exports. Thus short 
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term funds act as a short-run equilibrating force. The slight 
rise in the price of foreign currencies (higher exchange rate but 
not to the gold export point) for the wheat importing country 
would stimulate some of its exports and provide for the re¬ 
turn of the short-term funds. 


However, if the disturbance is a deeply rooted one, for 
instance the beginning of heavy long-term lending by country A 
to country B, then more fundamental changes would have to 
take place in the flow of goods and services between the two 
countries, In the uses to which the factors of production are 
put in both countries, and in the level of prices. Short-term 
capital movements and gold movements provide for a short- 
run adjustment in the balance of payments, but they would 
in time be exhausted by a large export of cai)ital. A heavy flow 
of long-term capital from A to B, made possible temporarily by 
imports of short-term funds and by exports of gold on the part 
®f would cause a reduction in A’s purchasing power and 
an increase in B s. This would bring about a fall in some of 
A’s prices which would increase A’s exports (and thus B’s im¬ 
ports), and a rise in B s prices, which would decrease its ex¬ 


ports (and thus As imports). This would mean that in A’s 
balance of payments the increase on the debit side in long-term 
capital flow would in time have been balanced on the credit side 
by an increase in the volume of commodity and service exports, 
whereas in B’s balance of payments the increase on the credit 
side in long-term capital inflow would have been balanced on 
the debit side by increased commodity and service imports. In 
A the factors of production would be attracted into the expand¬ 
ing export industries and away from the domestic goods in¬ 
dustries. In B they would move out of the export industries 
and into the expanding domestic goods industries. 

Large-scale foreign lending usually stimulates the domestic 
development of the borrowing country, which is the purpose of 
the loan (e.g., U. S borrowing in the 19th century), and also 

country (e.g., Britain in the 
19th century, U. S. today). The repayment of the loan would 
simply reverse the movement of short-term funds and gold 
and eventaally B s increased exports of goods and services’ 

ment. All of this analysis assumes a stable exchange rate main- 
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tained through the operation of the gold standard with each 
country following a money and credit policy to facilitate the 
adjustments. 

Readjustment under Paper Standard Conditions. Under 
paper standard conditions a disturbance in the balance of pay¬ 
ments affects tlie rate of exchange which is free to move. The 
adjustment process takes place mainly through the medium of 
the exchange rate. Under paper standard conditions if coun¬ 
try A. as in the example used above, started heavy long-term 
lending to B, A’s currency would depreciate and B’s currency 
would become more expensive, i.e., the exchange rate would 
rise. This would make A*s goods cheaper in terms of B s cur¬ 
rency and B’s goods more expensive to A. which in turn would 
stimulate A’s exports of goods and services to B but reduce 
B's exports to A. These changes would cause B’s currency to 
become somewhat cheaper again to A, the degree of change 
depending on the elasticity of each country’s demand for the 
other’s goods following the initial change in the exchange rate. 
At all events, A’s export industries and B’s domestic industries 
would be stimulated with changes in their prices and a conse¬ 
quent reallocation of the factors of production. Thus the same 
final result is achieved as under the gold standard except that 
it takes place through the medium of sharp changes in the ex¬ 
change rate instead of in price levels. A’s balance of payments 
would show an increase in exports on the credit side and an 

increase in long-term capital outflow on the debit 'j'" " ^ 
B imports would have increased on the debit side and long-ten 

capital inflow on the credit side. 

Foreign Trade and the Multiplier. Until the great de¬ 
pression of the 1930's, one assumption 

Lmic theory was that of relatively full employment of labor, 
capital, and natural resources. If this 
ternational trade, as it formerly 

tliP annearance of an equilibrium-disturbing factor must ai 
ways iLolve price changes. Thus, for example j;;; 

duction are transferred (say) from domestic to 
tries because of changes in the prices of these p 
consequently in the prices of the factors of production . 
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This assumption of full employment appeared rather absurd in 
the 1930’s when all countries had considerable idle resources; 
consequently, some economists have reformulated the theory 
of dynamic change in such a way as to include the new con¬ 
ditions. This involves the use of the concept of the “multiplier” 
and a new approach to traditional ideas through an analysis of 
changes in national income rather than of price changes, or in 
some instances both. 

Suppose country A’s demand for country B’s exports in¬ 
creases, an autonomous change brought about by changes in 
consumer tastes in A. What effect will the increased expendi¬ 
ture in B have on national income and employment in that 
country (assuming the existence of idle resources that can be 
brought into use instead of their having to be attracted away 
from B’s domestic industries by offering higher prices) ? The 
increased expenditure in B will inject new purchasing power 
into the economy which will create incomes and new jobs as it 
circulates through the system. This increase in income and em¬ 
ployment will not be infinite, however, because of certain “leak¬ 
ages” which will occur. Some of the recipients of the new in¬ 
come will not spend all they receive but will save a portion, thus 
reducing the income flow. Others may spend part of their new 
income not on domestic goods but on imports from A or else¬ 
where. And there may be other “leakages.” These “leakages” 
will occur each time the new injection of purchasing power 
changes hands, thus reducing the amount which is passed on 
to the next recipients. But the rest of the income will circulate 
until the total “leakages” equal the amount of the original in¬ 
jection and its effect is thus exhausted. Idle resources will be 
drawn into use, and jobs will be created. 

The multiplier, if the data were available, may be obtained 

new income created by the 
original amount of the injected expenditure. Thus, if A’s 
extra demand for B’s exports amounted to an expenditure of 
a million dollars and the multiplier were three, this would mean 
that the total amount of new income created in B would be three 
million dollars. If the multiplier were larger, let us say six it 
would mean that the “leakages’* were smaller and that 4e total 
amount of new income created was ^eater (six million dol¬ 
lars;. Other dynamic changes can have similar effects on a 
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countrj^’s income and employment. And of course, the multi¬ 
plier can also work in reverse. A decline in exports, for in¬ 
stance, can mean a reduction in expenditure, and the effect of 
this can spread through the economy. 


CONTROL OF INTERNATIONAL TRADE AND FINANCE 
International trade permits regional specialization in the 
use of world resources. It promotes the most efficient alloca¬ 
tion of the factors of production and helps maximize the real 
income of the citizens which engage in it. Artificial barriers 
which restrict the free flow of goods and services between na¬ 
tions help to reduce real income and result in a relatively in¬ 
efficient use of the factors of production. Nevertheless, many 
such barriers have been erected not only by governments but 
also by private business groups through the medium of inter¬ 
national cartels. The justification for such artificial barriers is 


only in part economic: it also involves a knowledge of political, 
sociological, and military factors. At the root of them all lies 
the fact that the world consists of independent sovereign states; 
national sovereignty and the cultural background of organized 
social groups prevent a rational organization of world trade on 
the basis of purely economic considerations. Economic policy 
is influenced by politics both within nations and in the relations 
among them. Within nations, special interest groups are able to 
profit at the expense of the national welfare when they can. for 
example, persuade their government to impose a protective 
tariff on some commodity in which they are interested, n 
international relations, individual countries often believe that 
they can benefit from some particular policy, such as state sub¬ 
sidization of exports, even though the world economy as a 
whole suffers. In both cases the triumph of special interests 
over the general welfare usually occurs. This is the key to a 
understanding of many of the reasons for the prevalence o 
restrictive controls in international trade. 


Tariffs. The tariff is the oldest form of protectionism. It 

consists of a tax on imports which results m the sale price o 

the foreign goods being raised in the importing 

Specific and Ad Valorem Duties. Specihc duties are 

those expressed in terms of a specific amount of money p 
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unit of import, e.g., 50 cents per square yard of clotli. Ad 
valorem duties are those expressed in terms of a percentage of 
the value of the import. The burden of a specific duty may 
become lighter if the price of the imported good rises but 
heavier if the price falls. An ad valorem duty on the other hand 
is more flexible in that the actual amount of duty collected will 
rise or fall with the price of the good, thus ensuring the same 
degree of protection all the time. 

Single and Multiple-column Tariffs. W’hilo the 
United States applies the same tariff to all imports regardless 
of country of origin (except Cuba and the Philiiq)incs), 
some countries discriminate in their duties charging higher ones 
on the imports of some countries than on the same goods coming 
from others. The American tariff is a single-column one; the 
British tariff on the other hand gives special preferences to im¬ 
ports from British Empire countries, whereas the Canadian 
tariff before the war had three levels—a preferential one apply¬ 
ing to British goods, an intermediate one applying to American 
goods, and a general one applying to countries with whom 
Canada had no trade agreement. WTile a single-column tariff 
will block the free flow of goods among nations and thus reduce 
real income, a multiple-column tariff will in addition distort 
the reduced amount of trade and force it into artificial and un¬ 
economic channels. A multiple-column tariff is a weapon of 
discrimination in international trade and must be condemned. 
The United States is at present trying to eliminate such dis¬ 
crimination by pressing for the adoption of the so-called un¬ 
conditional most-favored-nation treatment in commercial rela¬ 
tions which means that each country would afford equal treat¬ 
ment to all others. 


Revenue and Protective Tariffs. A revenue tariff is 
one that is imposed, like any internal tax, for the purpose of 
raising revenue for the government. A protective tariff is one 

rafsint Jhr' r excluding certain imports, 

*e .prices of those that are imported, and thus encouragl 

mg domestic production through the elimination or reduction of 

foreign competition. The British tariff before 1931 was pri- 

moHV *at duties were levied on cL- 

modities that were not produced in Britain at all (tea wine 

etc.). A revenue tariff also exists when an excise tax equal 
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in amount to the import duty is levied on domestic production 
so that domestic producers receive no protection. The Ameri¬ 
can tariff on the other hand is a protective one. Revenue from 
customs duties only constitutes about 4 per cent of annual 
federal revenues, and the prime purpose of the tariff is to 
eliminate as much foreign competition as' possible. Most duties 
are extremely high although certain essential raw materials and 
foodstuffs that cannot be produced in the U. S. are admitted 
free. Statements often made to the effect that 60 or 70 per cent 
of all imports enter a country duty-free are misleading and do 
not mean that the tariff is low. On the contrary, it usually 
means in modern times that the duties are so high that only a 


few of the dutiable articles are imported at all. Thus, even 
higher duties on dutiable imports would exclude even more until 

100 per cent of all imixjrts were duty-free. 

Although tariffs are still the principal form of protection 
in the U. S., in most other countries they have been reinforced 
or replaced by far more restrictive devices, such as quotas. 
Tariffs restrict trade by operating on the prices of traded goods; 
but they do not prevent some trade from taking place if con¬ 
sumers are willing to pay the higher prices that result, pe 
revival of world trade depends today primarily on the elimina¬ 
tion of quotas, exchange control, and 

strictions and only secondarily on the reduction of the more 
old-fashioned restriction in the form of tariffs. Smee ho'v 
ever tariffs are the traditional form of trade control, the 
following discussion of protectionism will be carried on in 

terms of the tariff. 


Arguments For and Against Protectionism. 
ments Led for and against protectionism are varied 

not all economic in nature. • i, 4 .^ r»rntf»rt and 

National Defense. Many countries 'V'* 

develop industries essential in time of war so develop- 

pendent on foreign supplies in time of I, the 

ment of the British chemical industry after W M 
protection afforded the British fa/nier jn the 
velopment of synthetic oil plants in synthetic rubber 

„« C.r,.n, —JX’T.-S » 

plants are all examples of this, in a ^ 
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be frequent and imminent, the economist can hardly argue 
against national security on the grounds that protectionism of 
this kind is uneconomic. It is in part a kind of insurance. The 
cost of losing a war is much higher than the costs to consumers 
of a protective tariff. The economist can point out, however, 
that the decline in trade which results from, protective tariffs 
brings lower living standards and thus generates in part ten¬ 
sions which lead to war. From a military point of view, the 
British might have been better off during World War II if the 
extra money paid by the British consumer during the ’30’s for 
taxed food imports and higher-priced domestic products had 
been spent instead on strengthening the navy which convoyed 
the food ships across the North and South Atlantic. 

Infant Industries. Promotion of infant industries is 
the most defensible economic reason for the use of protective 
tariffs. If an industry seems suitable for a given country be¬ 
cause of its natural resources or easy access to raw materials 
and equipment, its labor supply, and its large home market, a 
protective tariff will restrict foreign competition and give do¬ 
mestic enterprises an opportunity to develop a new industry. 
This was the situation in the United States in 1791 when Alex¬ 
ander Hamilton published his famous “Report on Manufac¬ 
tures” advocating a tariff to protect the infant American indus¬ 
tries against British competition. The same arguments are 
being used today by such countries as Brazil, Australia, and 
New Zealand. 


At first the price of the new domestic product may be as 
high as the price of the imported foreign product plus the 
tariff duty—that is, imports decline until demand raises the 
price of the small domestic supply to that level. The exact ef¬ 
fect of tariff duties on prices depends upon the time period 
and upon the supply and demand conditions both at home and 
abroad for the given product. The higher price enables the 
domestic enterprises to increase production of the protected 
commodity even though the costs of production are higher than 
those of the foreign producers. Consumers of the product are 
injured by the higher price and other industries may be ad¬ 
versely affected because the demand for labor and materials in 
the new industry increases their costs of production 

Over a period of years (say ten to tliirty). however, enter- 
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prises in the new industry may train their labor force, improve 
tlieir technique of production, develop large-scale operations, 
and consequently steadily reduce their costs. Enterprises abroad 
may assist the development by establishing branch plants in the 
protected market. The competition of domestic enterprises may 
then lower the price of the product to a point where the tariff 
is no longer needed. The price may be low enough to permit ex- 
])orting to other countries. The new industry, moreover, may 
liave promoted research work which assists other industries in 
im])roving their efficiency. The burden, then, placed upon con¬ 
sumers and other industries during the early stages in the 
growth of the new industry, may be offset later by lower prices 
for consumers and increased profits in other industries. The 
volume and variety of employment for labor is increased. 

The strongest argument against tariff aid for an infant 
industry is that vested interests develop and no industry is 
ever ready to admit that it has reached maturity and no longer 
needs protection. For this reason, an outright subsidy by the 
government (instead of a hidden one paid by the consumers in 
the form of higher prices) would be preferable to a tariff be¬ 
cause it might be easier to remove. Tariff protection, more¬ 
over. for a few suitable new industries inevitably develops into 
blanket protection for nearly all industries. The new industries 
may furnish semifinished products which are the raw materials 
for other home industries. The higher price of these products 
during the early stage of development prompts the other home 
industries using them to obtain tariff protection which will 

compensate for the higher price. ^ • u r 

The Balanced Economy. Some countries may wish for 

sociological and political reasons to protect certain industries, 
even though production and consumption is lowered, in order 
to obtain a better balance between urban and rural population. 
Agricultural products, for example, may be protected m order 
to prevent a decrease in rural population. A larger rural popu¬ 
lation may be desired because of the higher birth 
cultural sections, because rural life is deemed healthful and 
picturesque, and because the rural population is more conserva¬ 
tive politically. This argument was used in France for many 
years, particularly since the peasantry was considered a good 

source of recruits for the army. 
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Bargaining and Retaliation. In the past, some coun¬ 
tries believed that a tariff was necessary as a bargaining 
weapon, so that the offer of a reduction in duties could be held 
out as a concession if other countries would reduce their duties. 
The imposition of a tariff for such a purpose is not likely to 
succeed as evidenced by the experience of Britain in 1931, but 
the bargaining method used by countries with established tariffs 
appears to be the only hope of achieving an all-round reduction. 
It has been used successfully by the United States through the 
Reciprocal Trade Agreement Program. A tariff imposed in re¬ 
taliation against another country’s duties Is not necessarily mere 
retaliation, but more likely an economic necessity since, if coun¬ 
try A’s income from exports is reduced by a foreign tariff, it 
has less foreign exchange available for imports and is thus 
forced to cut down on its imports. In this way tariff warfare 
feeds on itself. 


“Equalizing Costs of Production.’’ One of the most 
superficially reasonable but economically unsound arguments 
for protection is the one which calls for a duty equal to the dif¬ 
ference in the costs of production of the domestic and foreign 
producers of a commodity in order that the sale prices will be 
equalized and “fair” competition result. In the first place, there 
is no such thing as the cost of production of a commodity since 
an industry consists of many different firms with different 
costs. If the duty equalizes the cost of the least efficient pro¬ 
ducer with the foreign cost, then the more efficient would re¬ 
ceive excessive protection. Secondly, such an equalization, if 
It were practical, would eliminate the only reason for inter¬ 
national trade taking place at all, i.e., price differences. Pre¬ 
sumably the less efficient the domestic industry, the higher 
would be the duty. 


Creating Employment. One of the strongest arguments 
m popular discussion, and one that is practically unanswerable 
in times of depression, is that imports put domestic workers 
out of work Keep out foreign goods, and the unemployed can 
find jobs making the same goods at home. Of course, domestic 
workws can find work in the protected industry, and for a short 
period of time total employment may increase. The reduction 

1x3 ak •"''''"I’ ‘>""8 about a reduction in 

exports also since the amount of foreign exchange put into the 
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hands of the foreigners is reduced. Unemployment and a re¬ 
duction in purchasing power will therefore develop in other 
sections of the economy. This is what happened in Britain in 
the 1930’s when her new tariff created employment in domestic 
industries but unemployment in her basic export trades. Eventu¬ 
ally. if the factors of production are mobile, they may move 
from the stagnating export trades, where prices are falling, 
into the expanding protected ones, where prices are rising, but 
the result is an increasingly inefficient allocation of productive 
resources. At the same time consumers are paying higher prices 
for the products; hence, real income is reduced. 

This analysis, theoretically sound if the assumption of rela¬ 
tively full employment of resources is made, has been con¬ 
siderably modified in recent years. The great depression of the 
1930's made many realize that permanent economic stagnation 
was a possibility. By being the first to reduce imports during 
a depression, a country had an opportunity to improve its em¬ 
ployment at the expense of other countries. Moreover, there 
was the possibility that the initial increase in employment and 
incomes in the protected industries would stimulate investment 
and generally expand employment and income. Also any gov¬ 
ernment expenditures designed to increase employment an 
income required some restriction on imports in order to retain 
fully the immediate benefits. Mass unemployment in capitalist 
countries made efficient allocation of resources seem a less im¬ 
portant matter than how to get people jobs through pump¬ 
priming and other types of credit expansion. The theories ot 
the multiplier showed the way to a solution of the most im- 
portant economic problem of the .time (unernploymem) and 

made an allocation of resources of less fuP 

seem a small price to pay. A solution for both P^blems u 1 
employment and efficient allocation, .s the desirable objeeme^ 

Cheap Foreign Labor. Another popular 
favor of protection is that it is necessary to prevent 
of cheap foreign labor from undercutting domestic goods made 

by high-wage labor. High wages, however 

suit of great efficiency. American automobiles, j?/' 

the cheapest and most efficient in the world althoug 

auto workers are among the highest P/^d mdustnal «o^ers 

The wane scale is low in India on the other hand because Hindu 
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workers are for various reasons not very productive. Although 
a Hindu earns only a fraction of a Detroit worker’s pay, never¬ 
theless this “cheap labor” could not make an automobile to sell 
at American prices, much less below them. The important thing 
is that the labor force in a country be used in the most efficient 
way, and there is no economic gain for the U. S. to produce 
goods that require little capital and a great amount of unskilled 
labor when this combination of factors is present in other coun¬ 
tries. 

This analysis may be modified in exceptional cases, such as 
existed in Japan before World War II when a medieval social 
organization was combined with 20th-century industrialism. 
Normally, as cheap Japanese exports expanded, the prices of 
the factors producing them would have been bid up and wages 
would have risen as a result. But the semifeudal social struc¬ 
ture of Japanese society prevented the formation of free labor 
unions which might have prevented labor exploitation. Con¬ 
sequently. the U. S. felt justified in restricting the entry of 
many Japanese imports. 

Tariffs and Politics. The above arguments used in con¬ 
nection with the imposition of a tariff are not the only ones. 
In general, the arguments for protectionism,-in so far as they 
are valid, rest on a series of special and extenuating circum¬ 
stances. The advantages of regional specialization and trade 
on the other hand may be stated in the form of a general prin¬ 
ciple which is difficult to refute without bringing in political, 
sociological, and military arguments which are often contra¬ 
dictory. Many tariffs, particularly those of the U. S., have 
been imposed because of political considerations. Lobbying has 
always enabled well-organized special interest groups to achieve 
protection for particular products since there is no lobby for 
the general welfare. And logrolling, the procedure by which 
each congressman votes for the pet duties of his colleagues in 
return for their voting for the ones in which his constituents 
are interested, has resulted, with a few exceptions, in a steady 
raising of the tariff wall. 

Quotas. A quota is an actual quantitative limitation on 
ffie amount of a commodity that can be imported. Thus it may 
be far more drastic than the tariff since the latter permits any 
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quantity to be imported if the duty is paid, whereas the quota 
puts an end to imports altogether once it is filled. When quotas 
first became popular in the early years of the 1930 depression, 
they were usually global in nature—that is, a total quota was 
announced and whoever got his goods into the country before 
it was filled could take advantage of it. This resulted in dis¬ 
crimination against distant suppliers and was generally re¬ 
placed by the allocated quota in which each supplying country 
received a specific share of the total imports allowed. Usually 
the distribution of quotas was calculated according to the rela¬ 
tive importance of the various suppliers in some base year. 
This introduced a most serious infiexibility into international 
trade since some countries were unable to expand their sales 
even though their production was becoming more efficient 
whereas others continued to receive large quotas although their 
production was declining or becoming less efficient Currently, 
the U. S. is trying to get other nations to eliminate quotas 

wherever possible. 


Exchange Control. This has already been discussed from 
the point of view of the exchange mechanism. The important 
point to repeat liere is that, when the government acquires a 
monopoly over the means of foreign payment, it automatically 
acquires also complete control of the nature, origin, and quan- 
5 of imports. This is the most drastic form of trade control 

of all. 

Administrative Protectionism. Before ^ 

international trade was being more ^ ! 

arbitrary administrative devices of officials, ^or examp^i^ 

poses was another device. The g ^ ^pnt that licenses be 
:.asses of detailed regulations the -q- jmen 
obtained, and many other legal procedures, all g 

reducing world trade in the interwar period. 
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State Trading. The Soviet Union has a state trading 
monopoly which handles all importing and exporting. Increas¬ 
ingly, however, in recent years, other countries have estab¬ 
lished government purchasing commissions and state trading 
agencies to deal in specific commodities. In 1945, for instance, 
the British government established a monopoly for cotton im¬ 
porting. This practice poses serious problems for a country like 
the United States which desires to keep trade in the hands of 
private enterprise. In the first place, it is difficult to maintain 
complete equality of treatment in commercial relations when the 
decisions regarding imports are made not by private individuals 
on tlie basis of price and quality, but arbitrarily by govern¬ 
ment officials. In the second place, private traders in the ex¬ 
porting country are at a distinct disadvantage since they are 
dealing not with other private traders but with a government 
monopoly. It is indeed a perfect case of monopsonv. Increas¬ 
ingly too, trade is becoming a matter of negotiation between two 
state trading agencies, one selling and the other buying. There 
is no reason for supposing that the growth of socialistic con¬ 
trols inside countries will not be paralleled by a similar growth 
in international trade. 


Government Lending. Before World War II interna¬ 
tional investment was passing partially into the hands of gov¬ 
ernments. Many loans were political in nature. Even in the 
U, S. large loans were being made by the Export-Import Bank, 
a government institution, for the purpose of stimulating our 
exports. The proceeds of the loans liad to be spent in tlie U. S. 
Since World War II the bulk of international lending has been 
by governments. Perhaps the guarantee system of the World 
Bank will reverse this trend, which is making international 
finance a matter for political rather than economic consideration 
(c.g., U. S. loans to Greece and Turkey, 1947)* 


International Cartels. These are perhaps the most sinister 
lorm of trade regulation since control is exercised not by eov- 

interests of their citizens, but by private pro- 
aucers for the sole purpose of increasing profits regardless of 

TotZa k'' consumers. International cartels have usually been 
formed by monopolistic producers in big industrial countries 
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and have resulted in the division of markets, price maintenance, 
the elimination of competition, and the restriction of produc¬ 
tion, They have been particularly prevalent in the production 
of chemicals, electrical eC[uipment, and synthetic products like 
plastics. The control is usually exercised through the medium 
of the cross-licensing of patents which has in many cases re¬ 
sulted in the world-wide control of production and trade by 
what almost amounts to a private government. The holding-up 
of synthetic rubber production in the U. S. just before Pearl 
Harbor is a notable example. Currently the United States, 
which has always been more opposed to international cartels 
than other countries (some of which have encouraged them), 
is •seeking to get international agreement on their control 
through the International Trade Organization. 


International Commodity Agreements. In the past 
these have usually involved agreements between producers of 
primary products covering such things as production, exports, 
division of markets, prices, and reserve stocks. They were 
formed between World Wars I and II to control rubber, sugar, 
tin. tea. and other commodities. Usually the consumer was not 
represented, and in the case of rubber in particular tins omis¬ 
sion led to considerable opposition in the U. S.. the 
consumer, rvlien the price of natural rubber “P 

by the production controls of the Stevenson Plan. Although 
this type of commodity agreement is undesirable, 
agreements can play a constructive role m world trade m th 
future if they are concluded for the purpose of preven mg 
violent price fluctuations and promoting orderly ^ 

fltrough “evcr-normal granary” type of buflfer stocks^ Com 
sumer^s however, should be represented m the plan, and better 
;till the agreements should he concluded by goveruments m the 
piflllic interest (e.g., the International Wheat Agreement, Inter- 

American Coffee Agreement). 


WORLD TRADE AND FINANCE, 1919-1939 

Th. .9.h-c»,ury Sy..™ ^ 

ronditions were relatne y almost one hun- 

rade and investment had been ^ rise in living 

Ired years and had brought about an unparalleled rise g 
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standards. The gold standard was operating in the most im¬ 
portant nations, and London served as an international money 
market with pound drafts as a kind of international currency. 
The barriers to trade in the form of tariffs were relatively 
slight. National economies were integrated into a world system 
based on regional specialization and exchange. There was a 
minimum of government interference in economic life, mass un¬ 
employment was not a problem as it later became, and prices and 
incomes were flexible enough to permit trade adjustment to take 
place through moderate gold movements. 


Attempted Reconstruction after World War I. World 
War I shattered the wcll-intcgrated, 19th-centiiry system. It 
destroyed financial stability in most countries and saddled the 
world with huge reparation payments and war debts willi which 
the conventional trade adjustment mechanism was unable to 
cope. It hastened the industrialization of agricultural coun¬ 
tries (e.g., Argentina, Australia) and led them to raise tariffs 
m order to protect their infant industries. At the same time 
many industrial countries tried to develop agriculture in order 
to be more self-sufficient in the event of another war.* Agricul¬ 
tural production had been overstimulated by wartime demands, 
and surpluses accumulated which depressed world commodity 
prices. Britain returned to the gold standard in 1925 but stabi¬ 
lized the pound at too high a level (its prewar gold par) with 
the result tliat she was forced into a painful deflation involving- 
unemployment and persistent gold exports. The U. S had be^ 
come a creditor nation but was unwilling to accept the responsi- 
bi ities of such a position. Instead of accepting more imports, 
she raised her tariff three times in nine years. In all countries 
growiiig ngidit.es in the price and income structure, brought 
about by the growth of monopolies and labor unions, made the 
conventional trade adjustment procedure more difficult Tariff 

collapse of 1929 from coming earlier was the unprecedented 
outflow of private loans from the United States which per¬ 
mitted world trade to continue and at the same time conceLd 
the fundamentally unstable situation that really existed. 

Disintegration. 1929-1939. The flow of 
American lending stopped in 1929 when the Wall Street slock 
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market boom collapsed. Thereafter an increasing number of 
countries got into difficulties with their balances of payments 
and tried to remedy the shortage of foreign exchange by the 
imposition of import restrictions. These restrictions only re¬ 
duced other countries’ exports and forced them to impose 
further restrictions. One of the worst developments was the 
imposition of tlie Hawley-Smoot Tariff by the U. S. in 1930. 
The agricultural countries were hit first by the decline in the 
prices of raw materials and several let their currencies depre¬ 
ciate in 1929 and 1930. The Hoover Moratorium Agreement 
suspended for one year (July, 1931, to July, 1932) payments 
of German reparations and of Allied War Debts and paved 
the way for their discontinuance at the end of the period, but 
the relief came too late. The floodgates were really opened, 
however, by Britain’s abandonment of the gold^ standard in 
1931, which destroyed the mechanism which had given financial 
stability to the world during the 19th century, and which 
launched the world into a period of competitive currency de¬ 
preciation in order to shift the burden of unemployment The 
extensive use of quotas by France, the development of exchange 
control by Germany, and the establishment of a discriminating 
tariff system known as “imperial preference” by Britain con¬ 
tributed to the decline of world trade to about one-third of its 

Th^Iast clmilcrthe world had to take any collective action 
to restore world prosperity was at the World ^ 0 ^*^^^ 
Economic Conference lield in London m 1933. The 
the conference clearly reveale.l the divergence of nationa in¬ 
terests with respect to international 

ness of nations to make any sacrifices for the sake ot inte 
"“‘S:?mnce had already <levalued substantiahy tl. fm^ 

"i- 

favored maintenance of t & i T 7 ^tion of the pound be- 
Great Britain opposed immediate *^925 and 

cause of her unfortunate stabihzatim . of the 

because of the advantages gamec sii to discuss war 

gold standard in ^931. Both coun.ncs ^^lshed m 

debt reductions with the United States. 
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refused to discuss collectively the latter issue and opposed im¬ 
mediate stabilization of tlie dollar, which by the end of the 
year was devalued 41 per cent, because of her domestic program 
of public spending inaugurated to raise prices. The United 
States w'as willing to discuss general tariff reductions, but, 
without stabilization of currencies, tariff reduction could in 
part be offset by currency manipulation. Great Britain and the 
United States, moreover, could not agree, granting the general 
desirability of stabilization, on the relation of new gold pars 
(i.e., which should devaluate more relative to the other). The 
Conference ended, and the divergent policies continued until 
the fall of 1936 when a temporary and partial agreement was 
reached through the Tripartite Monetary Agreement already 
mentioned. In the later thirties, the huge expenditures on 
armaments, political loans, and tlie use of economic policy as a 
military and diplomatic weapon completed the disintegration of 
the world trading system. 


U. S. Economic Foreign Policy between Wars. During 
the 1920’s the U. S. pursued a contradictory economic foreign 
policy. The country had become a great creditor nation as a 
result of World War I, and huge postwar lending and prompt 
repayment of these loans as well as the World War I debts 
was expected. Yet the flow of imports into the country was 
restricted by means of three successive increases in the tariff 
(1921, 1922, and 1930) and thus foreigners were prevented 
from settling their debts to us in the only practical way, i.e., 
by selling us goods. This contradictory state of affairs was 
concea ed for some years by further American lending which 
put dollars into foreigners’ hands which they could use to re¬ 
pay old loans and buy American goods. The folly of the policy 
ecame apparent in 1932, however, when exports from the 
united States fell to less than one-third of their 1929 level and 

many foreign debtors defaulted in their loan obligations to the 
United States. 

The first year of the Roosevelt Administration was marked 
by monetary ^eriments including the devaluation of the dol- 

l"at the r f ‘ n ‘'r ^*=*biliza- 

Uteffh^^Y for the reason indicated above, 

t^ter the U. S. co-operated with Britain and France to main- 
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tain exchange stability. The Johnson Debt Default Act of 
1934, an unjiecessary piece of legislation, prohibited govern¬ 
ment loans to any foreign country in default in the payment 
of obligations owed the United States government. 

The most constructive American policystarted in 1934 when 
the Reciprocal Trade Agreement program was launched. This 
act gave the president the power to conclude trade agreements 
with other countries involving a reduction in American duties 
in return for a reduction in their duties. American duties 
could not be cut by more than 50 per cent of the Hawley-Smoot 
levels of 1930. and the benefits of all reductions were to be 


extended to all countries through the operation of the uncondi¬ 
tional jnost-favored-nation clause, thus ensuring equality of 
treatment for all. Agreements were concluded with twenty- 
two countries up to Pearl Harbor (including Canada, France, 
Britain. Sweden, and Brazil), and there is evidence that the 
markets for American exports were materially expanded by the 
program. Particularly significant was the comprehensive agree¬ 
ment concluded with Britain in 1938. The Reciprocal Trade 
Agreement Program is evidence of the determination of the 
United States, expressed at the London Conference, to free 
trade from some of its restrictions. The president’s powers to 
reduce duties have been expanded to permit a 50 per cent re¬ 
duction in the 1945 level, thus permitting a maximum cut ot 
75 per cent in the Hawley-Smoot schedules in some cases. 

In other respects, however, U. S. economic foreign policy m 

the 1930’s was contradictory. For instance, ' 

tural policy was designed to force up farm prices which hardly 

fitted L with the desire to agricultural exports Event - 

ally export subsidies were resorted to for wheat and cotton 
order to reduce the prices to the foreign buyers. 


WORLD WAR II AND POSTWAR PROBLEMS 

Effects of World War II. results of 

Shifts in Economic Power. One of the resu t 

World War 11 was to eliminate Germany and af - 

Strength of Britain and the rest of Europe but to increase tn 
productive capacity and economic power of ^"ited Sta^^^ 
At the present time, therefore, the United States y 
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nation with the resources available for the reconstruction of the 
rest of the world. 

Changed Debtor-Creditor Positions. Britain entered 
World War II as a creditor nation with considerable foreign 
investments. She emerged from it a virtually bankrupt debtor 
owing billions of dollars to her dominions and colonics and 
with her economic resources so depleted that there is serious 
doubt whether she can ever finance essential imports of food 
and raw materials much less pay off her foreign debts. The 
United States on the other hand, after canceling forty billion 
dollars of lend-lease debt after the war, has poured out further 
billions to aid in postwar reconstruction. 

The Great Dollar Shortage. The United States is the 
only country physically capable of supplying the reconstruc¬ 
tion needs of the rest of the world at the present time, but 
there is a world-wide shortage of dollar exchange with which 
foreigners can pay for our goods. Their sales to the U. S. can¬ 
not expand rapidly. As a result the U. S. has had either to 
give a large part of the exports as gifts or to lend foreigners the 
money with which to pay for them. The supplying of dollars 
in this fashion by the U. S. not only is a matter of life and 
death to the recipients but also is the only way in which the 
huge volume of exports on which American prosperity partly 
depends can be maintained. In the long-run, the permanent 
reconstruction of war-wrecked economies, enabling them to 

produce and pay their own way. is the only real answer to this 
problem. 

New International Organizations. The postwar period 
has seen the appearance of several important international in¬ 
stitutions (in addition to the ones already discussed) designed 
to deal with specific problems in the field of international trade 
Most of them are grouped together under the general super¬ 
vision of the Economic and Social Council of the United Na¬ 
tions. 

International Trade Organization. Discussions are 
in prog^ss (1947) with a view to establishing an International 
Trade Organization. This would have as its objectives a re- 

etcniir international trade (tariffs, quotas, 

etc.), the establishment of a code of fair trading practices, the 
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supervision of international commodity agreements and cartels, 
and the provision of a medium for international action in the 
field of trade development. The United States has taken the 
lead in this matter by offering a charter as a basis for discus¬ 
sion. At the same time eighteen nations, at the initiative of the 
U. S., are trying to agree on a multilateral reduction of tariff 

barriers. 

Food and Agriculture Organization. This was estab¬ 
lished at the Hot Springs Conference, 1943, for the purpose of 
developing co-operation among nations in the field of agricul¬ 
tural ])roduction, nutritional standards, etc. Its purpose is to 
prevent a repetition of the situation in the 1930's when food 
surpluses piled up in some countries while people went hungry 
in others. It will also act as a central agency for all informa¬ 


tion in this field. . 

International Civil Aviation Organization. This or¬ 
ganization grew out of the Oiicago Civil Aviation Confer¬ 
ence 1943, and has sought to develop world-wide air com¬ 
munications with a minimum of obstacles to the free "movement 
of passengers and planes. It also promotes co-operation between 

nations in the technical field. . 

None of the plans, however, for the reconstruction of world 

trade including the Monetary Fund and World Bank, will be 

successful until the basic issue of world political J ' 

solved It is still true today that international trade is thwart^ 

Tot by geography or technLgy but by t?rtf with 

of nations depends upon greater freedom and stability with 

re'^ard to international trade and finance. 
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